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SECURITIES  AND  EXCHANGE 
COMMISSION 

Practices  In  Fixed  Price  Offerings 

agency:  Securities  and  Exchange 
Commission. 

action:  Request  for  comments  and 
announcement  of  hearings. 

summary:  The  Commission  has 
published  notice  of  a  proposed  rule 
change  filed  by  the  National  Association 
of  Securities  Dealers,  Inc.  which  would 
amend  its  Rules  of  Fair  Practice 
governing  member  practices  with 
respect  to  fixed  price  offerings  of 
securities.  In  view  of  the  importance  and 
complexity  of  the  issues  associated  with 
that  proposed  rule  change,  the 
Commission  has  determined  to  solicit 
additional  written  submissions  of  data, 
views  and  arguments  from  interested 
persons,  particularly  in  response  to  the 
discussion  contained  in  this  release.  In 
addition,  the  Commission  is  announcing 
that  it  intends  to  hold  public  hearings  on 
this  subject  during  September  1979. 
OATES:  Written  comments  should  be 
submitted  and  hearing  appearances 
noted  not  later  than  August  1, 1979; 
public  hearings  are  expected  to 
commence  on  September  10, 1979. 
ADDRESSES:  All  comments  should  refer 
to  File  No.  SR-NASD-78-3  and  should 
be  sent  with  30  copies  to  George  A. 
Fitzsimmons,  Secretary,  Securities  and 
Exchange  Commission,  500  North 
Capitol  Street,  Washington,  D.C.  20549. 
Public  hearings  will  be  held  in  Room  770 
at  the  above  address.  All  written 
submissions  and  hearing  transcripts  will 
be  made  available  for  public  inspection 
at  the  Commission’s  Public  Reference 
Section,  Room  6101, 1100  L  Street,  NW., 
Washington,  D.C. 

FOR  FURTHER  INFORMATION  CONTACT: 

Richard  T.  Chase,  Esq.,  Office  of  Self- 
Regulatory  Oversight,  Room  341, 

Division  of  Market  Regulation, 

Securities  and  Exchange  Commission, 
Washington,  D.C.  20549,  (202)  755-7620. 
SUPPLEMENTARY  INFORMATION:  Pursuant 
to  Section  19(b)(15  U.S.C.  78s(b))  of  the 
Securities  Exchange  Act  of  1934  (“Act”) 
(15  U.S.C.  78a  et  seq.,  as  amended  by 
Pub.  L  No.  94-29  (June  4, 1975)),  the 
National  Association  of  Securities 
Dealers,  Inc.  (“NASD”)  has  filed  a 
proposed  rule  change  (“proposed  rule 
change”)  conceming.the  giving  and 
receiving  of  selling  concessions, 
discounts  or  other  allowances  in 
connection  with  fixed  price  offerings  of 
securities.  Notice  of  the  proposed  rule 
change  was  given  by  Commission 
release  published  in  the  Federal  Register 


during  August  1978. 1  The  proposed  rule 
change  is  briefly  summarized  below, 
and  the  full  text  of  the  proposed  rule 
change  is  attached  as  an  appendix  to 
this  release. 

The  purpose  of  this  release  is  to  solicit 
additional  written  submissions  of  data, 
views  and  arguments  from  interested 
persons  concerning  certain  issues  raised 
by  the  proposed  rule  change  and  to 
announce  public  hearings  with  respect 
to  those  issues.  The  Commission  has 
received  43  comment  letters  on  the 
proposed  rule  change,  including  17 
letters  requesting  that  the  Commission 
hold  hearings.2  Because  of  the 
importance  and  complexity  of  these 
issues,  the  Commission  considers  it 
appropriate  to  hold  public  hearings  to 
explore  more  fully  the  matters  discussed 
in  this  release  and  other  issues  raised  by 
the  proposed  rule  change.  Written 
submissions  of  data,  views  and 
arguments,  and  notifications  of 
appearances  at  the  public  hearings, 
should  be  made  not  later  than  August  1, 
1979.  The  Commission  has  tentatively 
scheduled  commencement  of  public 
hearings  for  September  10, 1979.  The 
schedule  of  appearances  will  be 
announced  by  the  Commission  shortly 
before  the  hearings  commence.  Persons 
intending  to  appear  should  submit  the 
text  of  any  prepared  statements  not 
later  than  four  business  days  prior  to 
their  appearance. 

I.  Introduction  and  Background 

A.  Firm  Commitment  Fixed  Price 
Offerings 

In  order  to  establish  the  basic 
terminology  used  in  this  release,  there 
follows  a  general  description  of  the 
underwriting  process  in  a  typical  firm 
commitment  offering  of  corporate  debt 
or  equity  securities,  as  well  as  a 
description  of  certain  sales  practices 
employed  by  broker-dealers  in  selling 
securities  in  fixed  price  offerings  to 
institutional  customers.  In  commenting 

1  Securities  Exchange  Act  Release  No.  15020 
(August  2. 1978),  43  FR  35446  (1978).  The  issues 
associated  with  the  proposed  rule  change  are 
commonly  identified  by  reference  to  a  judicial 
decision.  Papilsky  v.  Berr.dt.  (1976-1977  Transfer 
Binder)  Fed.  Sea  L  Rep.  (CCH)  §  95.827  (S.D.N.Y. 
1976),  discussed  at  text  accompanying  n.  18,  infra. 
Accordingly,  the  complete  NASD  filing  with  the 
Commission  containing  the  proposed  rule  change  is 
referred  to  in  this  release  as  the  “Papilsky  filing." 

*  The  NASD  received  a  total  of  52  comment  letters 
in  response  to  two  notices  circulated  to  its  members 
containing  drafts  of  the  proposed  rule  change.  In 
response  to  publication  of  notice  of  the  proposed 
rule  change  in  the  Federal  Register,  the  Commission 
has  received  22  comment  letters.  The  Commission 
also  received  21  comment  letters  before  formal 
notice  of  the  proposed  rule  change  was  published. 
All  letters  received  by  the  Commission  and  the 
NASD  concerning  the  proposed  rule  change  are 
contained  in  Commission  File  No.  SR-NASD-78-3. 


on  the  issues  raised  in  this  release, 
interested  persons  should  indicate  when 
their  analysis  is  based  on  circumstances 
that  depart  materially  from  the 
description  provided  below. 

In  a  typical  firm  commitment  offering 
of  corporate  securities,  one  or  more 
investment  banking  firms  organize  an 
underwriting  syndicate  to  purchase  the 
securities  from  the  issuer  for  resale  at  a 
specified  public  offering  price 
established  through  negotiation  with  the 
issuer  or  competitive  bidding.  Each 
member  of  the  syndicate  executes  an 
“agreement  among  underwriters”  that 
designates  one  or  more  managing 
underwriters  and  fixes  the  obligations 
among  the  members  of  the  syndicate. 
The  syndicate  members,  through  the 
managing  underwriter,  also  enter  into  an 
underwriting  agreement  with  the  issuer 
that  sets  forth  the  terms  and  conditions 
of  the  offering  and  the  amount  of 
securities  that  each  member  is 
committed  to  underwrite. 

Syndicate  members  are  compensated 
for  their  services  by  receiving  an 
underwriting  discount,  or  “spread," 
which  is  the  difference  between  the 
price  paid  to  the  issuer  by  the  syndicate 
for  the  securities  and  the  “initial  public 
offering  price"  appearing  on  the  cover 
page  of  the  prospectus.*  Depending  on  a 
number  of  factors,  including  the 
characteristics  of  the  security  being 
distributed,  the  degree  of  underwriting 
risk,  the  amount  of  selling  effort 
required  and  costs  associated  with  the 
distribution  of  the  securities,  the 
underwriting  discount  for  a  particular 
offering  may  range  from  a  fraction  of  1% 
to  10%  or  more  of  the  public  offering 
price. 4  The  gross  spread  is  composed  of 
(i)  the  underwriting  compensation, 
which  includes  a  management  fee  for 
the  lead  underwriter(s),  and  (ii)  the 
selling  concession.  The  relative  size  of 
these  components  is  determined  by  the 
syndicate  in  light  of  the  particular 
characteristics  of  the  offering.  The 
selling  concession  in  recent  years  has 
grown  as  a  percentage  of  the  gross 
spread,  apparently  reflecting  the 
increased  importance  of  selling  effort  to 
a  successful  underwriting.  To  assist  the 
syndicate  in  distributing  the  offering,  the 

‘Direct  or  indirect  rebate  payments  of  a  portion 
of  the  spread  appear  to  be  occurring,  however, 
thereby  effectively  lowering  the  “initial  public 
offering  price”  to  some  purchasers.  See  discussion 
at  text  accompanying  n.  a  infra.  The  NASD  has 
taken  the  position  that  at  least  certain  of  these 
rebates  are  now  improper  under  its  rules.  See  text 
accompanying  n.  20.  infra. 

*  An  interpretation  under  Article  m.  Section  1  of 
the  NASD  Rules  of  Fair  Practice  prohibits  member 
firms  from  participating  in  public  distributions  in 
which  the  underwriting  arrangements,  considering 
all  elements  of  compensation  and  other  relevant 
factors,  are  “unfair  or  unreasonable." 
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managing  underwriter  may  select 
additional  dealers  to  form  a  selling 
group.  Members  of  the  selling  group 
(which  may  also  include  syndicate 
members)  receive  the  selling  concession 
for  such  securities  as  they  actually  sell 
and  customarily  enter  into  a  "selected 
dealer  agreement"  setting  forth  their 
rights  and  obligations  with  respect  to 
the  offering. 

In  addition  to  the  dealers  selected  by 
the  managing  underwriter  to  form  the 
selling  group,  other  dealers  may  be 
included  in  the  selling  group  at  the 
request  of  prospective  purchasers 
seeking  to  place  orders  with,  or 
designate  orders  for  allocation  to, 
particular  firms.  “Designated  orders”  are 
usually  orders  for  larger  amounts  of 
securities  placed  by  institutions  with  the 
managing  underwriter,  with  direction 
that  the  sale  be  credited  to  the  account 
of  one  or  more  dealers  that  are 
syndicate  or  selling  group  members.  A 
designated  order  is  customarily 
confirmed,5  and  the  securities  directly 
delivered,  by  the  managing  underwriter. 
A  dealer  designated  to  receive  such 
credit  on  an  order  may  be  added  to  the 
selling  group  where  that  firm  was  not  a 
member  at  the  time  the  order  was 
placed. 

As  described  above,  the  amount  of 
securities  for  which  a  syndicate  member 
is  responsible  is  fixed  by  agreement. 
Typically,  however,  each  syndicate 
member  retains  control  over  and 
directly  places  only  a  portion  of  the 
securities  it  has  agreed  to  underwrite, 
usually  referred  to  as  his  "retention." 

The  remainder  is  reserved  and  placed  in 
a  general  syndicate  account,  usually 
referred  to  as  the  “pot”  under  the 
control  of  the  managing  underwriter. 
Securities  in  this  account  are  then 
allocated  and  reallocated  by  the 
managing  underwriter  during  the 
offering  period  among  syndicate  and 
selling  group  members  for  a  variety  of 
reasons,  particularly  the  demonstrated 
capacity  of  those  members  to  place  the 
securities  with  investors.  In  addition  to 
the  public  offering  conducted  directly  by 
the  members  of  the  underwriting 
syndicate  and  the  selling  group, 
underwriting  agreements  often  authorize 
these  members  to  sell  the  securities 
being  distributed  to  other  dealers,  at  a 
specified  discount  (a  percentage  of  the 
selling  concession)  referred  to  as  the 
“reallowance,”  for  resale  to  the  public. 

In  connection  with  a  particular  fixed 
price  offering,  the  underwriters  may 


•  Any  order  placed  prior  to  the  date  of  the  final 
prospectus  is,  as  a  legal  matter,  only  an  “indication 
of  interest,”  subject  to  confirmation  of  sale  after  the 
registration  statement  covering  the  offering,  filed 
under  the  Securities  Act  of  1933  (15  U.S.C.  77a  el 
seq.),  is  declared  effective. 


elect  to  "stabilize”  the  market  for  the 
offered  security  during  the  distribution 
period.  To  commence  stabilizing,  the 
managing  underwriter  places  a 
syndicate  bid  in  the  primary  market  for 
the  security  to  purchase  securities 
offered  at  that  bid  price,  usually  set  at  or 
just  under  the  public  offering  price. 6  The 
purpose  of  stabilizing  purchases  is  to 
facilitate  qn  orderly  distribution  of  the 
offered  securities  by  preventing  or 
retarding  a  decline  in  the  market  price 
for  such  securities  during  the  offering.7 

The  growth  of  institutional 
participation  in  the  securities  markets 
has  exerted  increasing  pressure  on  the 
fixed  price  offering  system.8  In 
connection  with  distributions,  a  number 
of  practices  have  developed  which  may 
have  the  economic  effect  of  granting  to 
institutional  and  other  large  purchasers 
a  rebate  of  some  portion  of  the  gross 
spread  in  fixed  price  offerings.  Such 
practices  include  both  direct  discounting 
techniques,  such  as  "overtrading"  in 
swap  transactions  and  certain  types  of 
underwriting  fee  recapture,  and  indirect 
compensation  arrangements,  such  as  the 
provision  of  goods  and  services  in  return 
for  so-called  “syndicate  soft  dollars.” 

In  swap  transactions,  securities  are 
taken  in  trade  from  a  customer,  in  lieu  of 
cash,  in  exchange  for  the  offered 
securities.  A  discount  from  the  fixed 
offering  price  may  be  granted  to  the 
purchaser  of  the  offered  securities 
where  the  syndicate  member  purchases 
the  securities  taken  in  trade  at  a  price 
exceeding  their  market  value.  This 
“overtrade”  is  economically  equivalent 
to  paying  less  than  the  stated  offering 
price  for  the  securities  being  distributed. 

A  customer  may  seek  to  recapture 
underwriting  fees  by  designating  a 


*The  syndicate's  stabilizing  activities  during  the 
offering  must  be  conducted  in  accordance  with  the 
provisions  of  Rule  10b-7  under  the  Act  (17  CFR 
240.10b-7). 

’See  Rule  10b-7(c)  under  the  Act  The 
Commission  has  recognized  in  the  past  that 
stabilization  is  a  form  of  marktS  -  nipulation 
which  must  be.  limited  and  continued.  Securities 
Exchange  Act  Release  No.  2446  (March  18. 1940) 
(statement  of  Commission  policy  with  respect  to 
stabilizing,  the  “1940  Release”).  Accordingly,  the 
Commission  has  promulgated  regulations,  designed 
to  curb  abuse  of  the  stabilization  function  in 
connection  with  fixed  price  offerings.  See  1940 
Release  and  Securities  Exchange  Act  Release  No. 
5194  (July  5, 1955)  (adoption  of  Rule  10b-7.  among 
other  rules). 

'The  manifestation  and  impact  of  that 
participation  parallel  in  certain  respects,  the 
experience  gained  some  years  ago  with  efforts  to 
maintain  fixed  rates  of  commission  in  the  secondary 
markets  in  the  face  of  increased  institutional 
participation.  On  the  other  hand,  there  are 
differences  between  the  stock  exchanges' 
establishment  of  fixed  minimum  commission  rate 
schedules  and  the  NASD's  involvement  in  fixed 
price  underwritings.  See  Securities  Exchange  Act 
Release  No.  11203  (January  23, 1975),  40  FR  7394 
(1975). 


broker-dealer  affiliate  to  be  included  in 
the  selling  group.  The  customer  may 
then  purchase  the  offered  security 
through  its  affiliate,  thereby  recapturing 
the  selling  concession.  Such  concession 
payments  to  an  affiliate  enable  the 
customer  to  obtain  direct  discounts  from 
the  fixed  offering  price. 

A  broker-dealer  providing  research  or 
other  services  to  a  customer  may  be 
compensated  for  those  services,  at  least 
in  part,  through  purchases  by  the 
customer  in  a  fixed  price  offering.  The 
customer  can  either  purchase  the 
securities  directly  through  the  broker- 
dealer  or  can  contact  the  managing 
underwriter  and  “designate”  the  dealer 
to  receive  credit  for  the  order.  In  these 
instances,  the  dealer  is  compensated 
indirectly  be  receiving  “soft  dollar” 
concessions  for  the  research  or  other 
services  it  has  provided. 

B.  Background  of  the  Proposed  Rule 
Change 

Since  the  registration  of  the  NASD  in 
1939  pursuant  to  the  Maloney  Act,9  the 
NASD  has  regulated,  particularly  under 
Article  III,  Section  24  of  its  Rules  of  Fair 
Practice, 10  the  circumstances  in  which 
concessions,  discounts  or  other 
allowances  may  be  given  in  fixed  price 
offerings.  Section  24,  which  until  filing  of 
the  proposed  rule  change  had  not  been 
the  subject  of  revision  during  the  40 
years  of  its  existence,  provides  that: 

[s]elling  concessions,  discounts,  or  other 
allowances,  as  such,  shall  be  allowed  only  as 
consideration  for  services  rendered  in 
distribution  and  in  no  event  shall  be  allowed 
to  anyone  other  than  a  broker  or  dealer 
actually  engaged  in  the  investment  banking 
or  securities  business;  provided,  however, 
that  nothing  in  this  rule  shall  prevent  any 
member  from  selling  any  security  owned  by 
him  to  any  person  at  any  net  price  which  may 
be  fixed  by  him  unless  prevented  therefrom 
by  agreement u 

During  this  period,  Section  24  has 
received  little  interpretive  attention 
from  the  courts  or  the  Commission.  In 
1941,  the  NASD  imposed  sanctions  on 
several  member  firms  that  violated  the 
terms  of  a  fixed  price  underwriting 
agreement  by  selling  debt  securities  of 
Public  Service  Company  of  Indiana 
during  the  distribution  at  prices  below 
the  public  offering  price.  The  NASD 
charged  those  members  with  a  violation 
of  Article  III,  Section  1  of  its  Rules  of 
Fair  Practice,  which  requires  members 
to  “observe  high  standards  of 
commercial  honor  and  just  and 
equitable  principles  of  trade.”  In 


*52  Stat.  1070, 15  U.S.C.  78o(c),  78o-3,  78q(a), 
78cc(b),  78ff(c)  (1936). 

“NASD  Rules  of  Fair  Practice  Article  DL  Section 
24.  NASD  Manual  (CCH)  |2174  (1978). 

"Id 
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reviewing  those  sanctions,  the 
Commission  held,  in  National 
Association  of  Securities  Dealers,  Inc. 
{“PSn,"  that  Section  15A(b)(7)  of  the 
Act  (15  U.S.C.  78o— 3(b)(7)) 13  did  not 
permit  the  NASD  to  use  its  disciplinary 
authority  to  enforce  contracts  "designed 
to  restrict  a  free  and  open  market,  even 
though  such  contracts  may  under  given 
conditions  fall  within  an  exception  to 
die  general  public  policy  against 
restraints  on  commerce.14  In  PSI,  the 
Commission  rejected  the  NASD's 
argument  that  Section  24  supported  its 
interpretation  of  Article  III,  Section  1, 
but  noted  that  the  meaning  and  validity 
of  Section  24  were  not  directly  at  issue.18 

The  Commission,  however,  also 
expressly  rejected  any  implication  that, 
by  invalidating  the  NASD’s  rule 
interpretation,  it  would  similarly  seek  as 
a  general  matter  to  invalidate  or 
otherwise  question  the  private 
enforceabiity  of  customary  underwriting 
agreements  to  make  fixed  price 
offerings.  To  the  contrary,  the 
Commission  in  PSI  concluded: 

Thus,  if  in  this  case  we  were  faced  with  the 
question  whether  we  should  or  should  not 
prohibit  the  use  of  the  price-maintenance 
provisions  in  question,  we  would  reach  the 
same  conclusion  that  we  did  with  respect  to 
stabilization,  i.e.,  that  we  should  not  prohibit 
such  provisions.  But  the  question  here  is 
whether  the  statute  permits  the  NASD,  by  an 
interpretation  of  its  rule  of  fair  practice,  to 
add  to  these  familiar  restraints  and 
impediments  a  new  form  of  compulsion — to 
the  end  that  a  member  who  breaks  the  price- 
maintenance  agreement  shall  be  subject  not 
only  to  whatever  legal  and  practical  remedies 
the  syndicate  manager  and  members  have  at 
their  disposal  but  also  to  a  fine  or  possible 
suspension  or  even  expulsion  from  the 
NASD. 

•  *  *  *  * 

We  emphasize  that  all  we  are  holding  is 
that  the  NASD  erroneously  construed  its  rule 
as  authorization  for  the  disciplining  of 
members  for  violating  price-maintenance 
agreements.  We  are  not  taking  any  action 
calculated  to  upset  the  use  of  such 
agreements,  and  we  think  the  fears  expressed 
by  the  NASD  are  without  substance.  Price- 
maintenance  agreements  were  in  use  prior  to 
the  creation  of  this  Commission  and  long 
before  the  registration  of  the  NASD.  Our 
present  conclusion  substracts  nothing  from 
any  sanctions  which  might  previously  have 
been  legally  imposed  to  enforce  these 


“19  SEC  424  (1945). 

“This  provision  was  amended  in  certain  respects 
by  the  Securities  Acts  Amendments  of  1975,  Pub.  L. 
No.  94-29  (1975),  and  was  redesignated  as  Section 
15A(b)(6)  of  the  Act  (15  U.S.C.  78o-3(b)(6)). 

14 19  SEC  at  444.  The  Commission’s  conclusion,  in 
dictum,  that  agreements  among  underwriters  to  fix 
the  price  at  which  an  offering  is  to  be  distributed  do 
not  generally  violate  the  Sherman  Act  15  U.S.C.  1. 
was  later  Judicially  confirmed  in  US.  v.  Morgan.  118 
F.  Supp.  621  (SD.N.Y.  1953). 

“19  SEC  at  445-446. 


agreements.  No  showing  is  made  that  the  use 
of  the  NASD  as  an  added  instrumentality  for 
enforcing  price-maintenance  agreements  is 
necessary  to  preserve  the  present  system.  *• 

Neither  the  Commission  nor  the  courts 
has  been  called  upon  to  deal  directly 
with  the  proper  interpretation  and 
general  applicability  of  Section  24,  unitl 
recently, 17  A  number  of  cases  in  the  last 
few  years  have  considered  the  recapture 
of  commissions  by  investment 
companies  in  a  variety  of  contexts.  One 
of  these  cases,  Papilsky  v.  Bemdt 
("Papilsky”), 18  dealt  directly  with  the 
recapture  of  underwriting  discounts.  In 
Papilsky,  a  shareholder  derivative 
action  was  brought  against  an 
investment  company  and  its  adviser/ 
underwriter  for  failure  to  seek  such 
recapture.  The  court  concluded  that,  in 
the  absence  of  a  contrary  ruling  from  the 
Commission  or  the  NASD,  underwriting 
recapture  was  available  and  legal  under 
Section  24. 19 

As  a  result  of  the  Papilsky  decision, 
several  requests  were  made  to  the 
NASD  on  behalf  of  investment  advisers 
and  investment  companies  for  a  ruling 
on  the  propriety  of  recapture  under 
Section  24. 10  The  NASD  responded  to 


w19  SEC  at  443-444  (emphasis  added). 

14  In  1970,  the  Commission,  without  addressing  the 
general  scope  of  Article  III.  Section  24  of  the  NASD 
Rules  of  Fair  Practice,  affirmed  a  finding  by  the 
NASD  that  rebates  to  customers  of  commissions  on 
the  sale  of  investment  company  shares  violated 
Section  22(d)  of  the  Investment  Company  Act  of 
1940  (15  U.S.C.  80a-22(d)),-as  well  as  Section  24. 
Section  22(d)  expressly  prohibits  a  dealer  from 
selling  investment  company  securities  at  prices 
below  the  “public  offering  price.”  Spiro  Sideris,  44 
SEC  212  (1970).  Also,  the  Commission  did  not  notify 
the  NASD  that  Section  24,  as  the  Commission  at 
that  time  understood  the  NASD's  interpretation  of 
that  section,  was  inconsistent  with  the  Act, 
pursuant  to  Section  31(b)  of  the  Securities  Acts 
Amendments  of  1975  (Pub.  L  94-25  (June  4, 1975)). 

14 (1976-1977  Transfer  Binder)  Fed.  Sec.  L.  Rep. 
(CCH)  Paragraph  95,627  (S.D.N.Y.  1976).  The  holding 
in  Papilsky  was  that  the  adviser/underwriter  of  an 
investment  company  will  be  liable  for  unrecaptured 
commissions  or  fees  unless  it  establishes  that  it 
fully  disclosed  to  the  independent  directors  that 
recapture  was  a  possible  alternative  to  other  uses  of 
the  commissions  or  fees,  and  those  directors  had 
decided,  as  a  matter  of  reasonable  business 
judgment,  not  to  seek  recapture.  See  also  Moses  v. 
Burgin.  445  F.2d  369  (1st  Cir.  1971)  cert  denied,  404 
U.S.  994  (1971);  Fogelv.  Chestnutt,  533  F.2d  731  (2d 
Cir.  1975j.  cert,  denied,  429  U.S.  824  (1976);  and 
Tannenbaum  v.  Zeller,  552  F.2d  402  (2d  Cir.  1977), 
rev'g  399  F.  Supp.  945  (S.D.N.Y.  1975).  In  Moses  v. 
Burgin.  316  F.  Supp.  31, 47  (D.  Mass.  1970),  the 
District  Court  rejected,  on  the  basis  of  Section  24,  a 
cause  of  action  relating  to  underwriting  recapture 
similar  to  that  advanced  in  Papilsky.  That  decision, 
however,  was  reversed  on  other  grounds  by  the 
First  Circuit 

x*  Papilsky  at  90,132.  ^ 

“In  addition,  a  number  of  investment  companies 
and  their  advisers  applied  to  the  Commission  for 
certain  exemptions  from  the  Investment  Company 
Act  of  1940,  including  Section  17(a)  thereof  (15 
U.S.C.  80a-17(a)),  which  restricts  securities  dealings 
between  registered  investment  companies  and  their 
investment  advisers.  See.  eg.,  Application  of 
Congress  Street  Fund,  Inc.  et  al.,  August  27, 1976 


these  request8,  in  November  and 
December  1976,  by  stating  that,  in  its 
opinion.  Section  24  prohibits 
underwriting  recapture.*1  The 
Commission,  however,  wrote  the  NASD, 
in  February  1977,  stating  that  the  NASD 
"interpretation”  of  Section  24  raised 
important  issues  of  general  applicability 
with  regard  to  the  public  interest,  the 
protection  of  investors  and  the 
appropriateness  of  burdens  on 
competition,  and  that  prior  Commission 
decisions,  including  PSI,  cast  doubt  on 
the  NASD's  authority  to  adopt  a  rule 
having  the  effect  the  NASD 
interpretation  would  give  to  Section  24.** 
For  those  reasons,  the  Commission 
stated  that  the  NASD  interpretation 
should  be  filed  as  a  proposed  rule 
change.  After  a  public  meeting  with  the 
Commission  on  May  26, 1977,  the  NASD 
agreed  to  prepare  and  file  the  proposed 
ride  change.  In  July  1978,  the  NASD 
made  the  Papilsky  filing  following 
circulation  of  two  exposure  drafts  to  its 
membership.”  Pursuant  to  Section  19(b) 
of  the  Act,  the  proposed  rule  change 
cannot  become  effective  unless 
approved  by  the  Commission  after 
affirmatively  finding  that  it  is  consistent 
with  the  requirements  of  the  Act  and 
Commission  rules  thereunder  applicable 
to  the  NASD.*4 

C.  Principal  Provisions  of  the  Proposed 
Rule  Change 

The  proposed  rule  change  would 
amend  the  NASD’s  Rules  of  Fair 
Practice  governing  member  practices  in 
fixed  price  offerings.  In  particular,  the 
proposed  rule  change  would  address 
underwriting  recapture,  designated 
orders  and  swap  transactions  through 
amendments  to  several  NASD  rules  and 
interpretations.  , 

1.  Article  II,  Section  l(m).  The  term 
"fixed  price  offering”  would  be  defined 
to  include  any  securities  offering  in  the 
United  States  at  a  stated  public  offering 
price  or  prices.  The  definition  would 
exclude  offerings  of  municipal  securities 
and  other  "exempted  securities,”  as 
defined  in  Section  3(a)(12)  of  the  Act  (15 
U.S.C.  78c(a)(12)),  offerings  of  mutual 
fund  securities  and  wholly  foreign 
offerings. 


(File  No.  812-3092);  Application  of  Lord,  Abbett  Sr 
Co.,  et  al..  August  23, 1976  (File  No.  812-4016);  and 
Application  of  Fidelity  High  Yield  Municipals,  et 
al..  May  8, 1978  (File  No.  812-4306). 

11  See.  eg.,  letter  from  Frank  J.  Wilson,  Senior 
Vice  President  and  General  Counsel  of  the  NASD, 
to  Kenneth  E  Cutler  of  Lord,  Abbett  &  Co. 
(November  23. 1976). 

“  Letter  from  George  A.  Fitzsimmons,  Secretary 
of  the  Commission,  to  Gordon  S.  Macklin.  President 
NASD,  at  2-3  (February  17, 1977). 

“See  note  2  supra. 

“See  Section  19(b)(2)  of  the  Act  (15  U.S.C. 
78s(b)(2)). 
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2.  Article  III,  Section  24.  Section  24 
now  provides,  in  substance,  that  selling 
concessions,  discounts  or  other 
allowances  (“concessions”),  as  such, 
can  only  be  given  to  NASD  members*6 
actually  engaged  in  the  investment 
banking  or  securities  business  as 
consideration  for  services  rendered  in 
distribution.  A  proviso  to  Section  24, 
however,  effectively  limits  its  operation 
to  situations  where  a  member  is 
contractually  bound  to  sell  a  security  at 
a  fixed  price.26 

The  NASD  asserts  in  the  Papilsky 
filing  that  the  proposed  rule  change  is 
"not  intended  to  alter  substantially  the 
present  scope  and  application  of  Section 
24.”  27  However,  the  NASD  goes  on  to 
state  that  the  proposed  rule  change  does 

clarify  that  Section  24  applies  only  to  the  ’ 
offering  of  securities  by  members  at  a  fixed 
public  offering  price  and  that  certain  forms  of 
indirect  concessions  are  treated  no 
differently  than  direct  concessions.  Thus,  the 
interpretation  of  section  24  makes  very  clear 
that  members  who  agree  to  offer  securities  at 
a  stated  public  offering  price  cannot  devise 
indirect  means  to  provide  select  customers 
with  the  securities  at  prices  not  available  to 
other  public  investors.  The  indirect  granting 
of  a  concession  by  a  device  like  that 
contemplated  in  Papilsky  has  the  additional 
vice  of  creating  a  misleading  record  of  the 
transaction,  since  the  sale  is  confirmed  and 
recorded  at  the  fixed  price  while  the  sharing 
of  the  concession — the  rebate — is 
accomplished  through  other  means.  26 

The  NASD’s  authority  to  regulate 
member  performance  of  the  contractual 
terms  and  conditions  of  fixed  price 
offerings  of  securities  in  the  manner 
contemplated  by  the  proposed  rule 
change,  whether  or  not  the  Papilsky 
filing  reflects  only  a  codification  of  an 
existing  Section  24  interpretation, 
constitutes  the  core  legal  issue 
presented  by  the  Papilsky  filing. 

Specifically,  the  proposed  rule  change 
would  amend  Section  24  (i)  to  limit  its 
application  expressly  to  “fixed  price 
offerings,”  (ii)  to  extend  its  prohibition 
to  both  the  grant  and  receipt  of 
unqualified  concessions,  and  (iii)  to 


“  See  Article  ID.  Section  25  of  the  NASD  Rules  of 
Fair  Practice,  which  provides  that  no  NASD  member 
may  deal  with  any  non-member  broker-dealer 
except  on  the  same  terms  and  conditions,  including 
price,  as  are  accorded  by  such  member  to  the 
general  public.  This  “incentive  to  membership” 
provision  is  expressly  authorized  by  Section  15A(e) 
of  the  Act  (15  U.S.C.  70o-3(e)). 

“Typically,  the  “agreement  among  underwriters" 
and  the  “selected  dealer  agreement"  provide  that 
syndicate  and  selling  group  members  will,  until  the 
syndication  is  terminated,  make  a  public  offering  of. 
the  subject  security  at  the  initial  public  offering 
price  appearing  on  the  cover  of  the  prospectus.  * 

“  Papilsky  Tiling,  43  FR  at  35450. 

”Id. 


impose  documentation,  filing  and  record 
retention  requirements. 29 

In  addition,  several  significant 
implementing  rules  and  definitions  are 
contained  in  the  proposed  interpretation 
under  Section  24.  The  interpretation 
would  provide  that  “services  in 
distribution”  may  be  rendered  by  a 
broker-dealer  either  by  bearing  an  under 
writing  risk  or  by  engaging  in  a  selling 
effort  (which  must  include  direct  selling 
contact).  The  interpretation  would  also 
provide  that  a  broker-dealer  is  deemed 
to  be  improperly  granting  a  concession  if 
the  broker-dealer  furnishes  a  purchaser 
of  securities  with  services  or  products 
that  are  commercially  available  or  that 
are  supplied  for  cash  or  other  agreed 
upon  consideration,  unless  the  broker- 
dealer  receives  full  consideration  for 
those  services  or  products  from  sources 
other  than  concessions  in  the  fixed  price 
offering. 

Certain  terms  are  also  defined  in  the 
proposed  interpretation.  A  product  or 
service  would  be  "commercially 
available”  if  it,  or  a  substantially 
identical  item,  is  generally  available  on 
a  commercial  basis.  A  product  or 
service  would  be  considered  to  be 
provided  “for  cash  or  other  agreed  upon 
consideration”  if  there  is  an  express  or 
implied  agreement  calling  for  the 
customer  to  compensate  the  broker- 
dealer  for  the  product  or  service.  “Full 
consideration”  may  be  shown  by 
identification  of  the  arrangement  for 
receipt  of  the  consideration,  including  its 
source  and  amount.  The  broker-dealer 
would  not  be  required  to  demonstrate 
that  the  agreed  upon  price  represented 
the  fair  market  price  unless  the  amount 
of  consideration  appears  on  its  face  to 
be  unreasonably  low. 

3.  Article  III,  Section  8.  The  proposed 
rule  change  would  retain  the 
requirement  in  existing  Section  8  that 
broker-dealers  must  purchase  securities 
taken  in  trade  at  a  fair  market  price  or 
act  as  agent  in  the  sale  of  such 
securities,  but  would  specify  the 
circumstances  in  which  those 
requirements  would  be  deemed  to  have 
been  violated.  A  definition  of  the  term 
“taken  in  trade”  would  make  proposed 
Section  8  applicable  whenever  an 
agreement  or  understanding  existed  to 

“The  proposed  rule  change  would  also  eliminate 
the  “as  such”  parenthetical  phrase  following  the 
“concessions”  enumeration  in  Section  24.  The 
presence  of  this  phrase,  of  course,  may  be 
inconsistent  with  the  NASD’s  contention  that 
Section  24  now  prohibits  indirect  discounting 
practices,  such  as  advisory  fee  set-offs  and  soft 
dollar  arrangements.  Moreover,  that  phrase  may  be 
consistent  with  an  interpretation  limiting  the  scope 
of  Section  24  to  professional  intermediaries 
participating  in  the  distribution  process,  but  not 
prohibiting  customers  from  receiving  discounts.  See 
PSI.  19  SEC  at  445-446,  n.  34. 


engage  in  a  swap  transaction  in 
connection  with  a  fixed  price  offering. 
“Fair  market  price”  would  be  defined  as 
a  price  not  higher  than  the  lowest 
independent  offer  for  securities  taken  in 
trade  for  which  offer  quotations  are 
readily  available  or,  if  quotations  are 
not  readily  available,  a  price  determined 
by  comparison  with  other  securities 
having  similar  characteristics.  In  “an 
exceptional  or  unusual  case,”  a  price 
higher  than  the  lowest  independent  offer 
would  be  acceptable  if  the  broker-dealer 
could  demonstrate,  taking  all  relevant 
factors  into  consideration,  that  the  price 
was  justified.  Section  8  would  also  be 
amended  to  require  that  a  “normal 
commission”  be  charged  in  swap 
transactions  in  which  a  broker-dealer 
acts  as  agent  in  the  sale  of  securities 
taken  in  trade. 

4.  Article  III,  Section  36.  Proposed 
Section  36  would  expressly  prohibit  a 
member  participating  in  fixed  price 
offerings  from  selling  the  securities  to 
(or  placing  them  with)  a  related  person. 
A  "related  person”  is  defined  to  mean  a 
person  or  account  having  a  common 
ownership  relationship  with  the 
member.  Proposed  Section  36  would,  for 
example,  preclude  an  institutional 
purchaser,  such  as  an  insurance 
company,  from  using  an  NASD  member 
affiliate  to  purchase  securities  in  a  fixed 
price  offering,  thereby  enabling  it  to 
recapture  the  concession.  Proposed 
Section  36  would  not  apply  to  any 
related  person  which  is  itself  subject  to 
that  section  or  which  is  a  non-member 
foreign  broker-dealer  agreeing  to  comply 
with  that  section.  In  addition,  the  new 
section  would  not  apply  after  the 
_  termination  of  a  fixed  price  offering,  so 
long  as  the  member  of  related  person 
had  initially  made  a  bona  fide  public 
offering  of  the  securities. 

II.  Purposes  of  the  Proposed  Rule 
Change 

In  the  Papilsky  filing,  the  NASD  has 
advanced  several  reasons  to  support  its 
contention  that  the  proposed  rule 
change  is  consistent  with  the 
requirements  of  the  Act  and  the  rules 
and  regulations  thereunder  applicable  to 
the  NASD  and  that,  accordingly,  the 
Commission  should  approve  the 
proposed  rule  change.  These  reasons 
include  making  full  and  accurate 
disclosure  of  public  offering  prices  and 
maintaining  the  fairness  of  and  public 
confidence  in  fixed  price  offerings.  In 
addition,  several  commentators  have 
suggested  that  approval  of  the  proposed 
rule  change  is  necessary  to  maintain  the 
fixed  price  offering  system. 
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A.  Disclosure  of  the  Fixed  Offering 
Price. 

In  the  Papilsky  tiling,  the  NASD 
asserts  that  the  proposed  rule  change 
will  enatfte  the  NASD  to  meet  its 
obligations  under  Sections  15A(b)(2)  (15 
U.S.C.  78o-3(b)(2))  and  15A(b)(0)  (15 
U.S.C.  78o-3(b)(6)j  of  the  Act  by 
preventing  fraudulent  acts  and  practices 
and  by  fostering  full  and  fair  disclosure 
and  commercial  honor  in  connection 
with  fixed  price  offerings.  The  NASD 
maintains  that  in  fixed  price  offerings 
the  public  has  come  to  expect,  and  the 
offering  documents  represent,  that  all 
public  purchasers  will  pay  the  stated 
public  offering  price.30  The  NASD  has 
stated  that  the  proposed  rule  change 
would  assure  that  all  public  purchasers 
pay  the  stated  offering  price  by 
prohibiting  both  the  direct  and  indirect 
granting  of  concessions  from  that  fixed 
price  to  persons  who  are  not  securities 
professionals  rendering  services  in 
distribution.31 

To  the  extend  failure  to  disclose 
certain  selling  practices  in  the  offering 
documents  would  be  deemed  a 
fraudulent  practice,  adequate  disclosure 
concerning  those  selling  practices  may 
be  an  appropriate  and  sufficient 
response.  If  these  practices  are 
otherwise  lawful,  it  may  be  argued  that 
full  disclosure,  rather  than  outright 
prohibition,  would  satisfy  the 
requirements  of  the  federal  securities 
laws.  Interested  persons  are  requested 
to  consider  the  extent  to  which  the 
selling  practices  proscribed  by  the 
proposed  rule  change  are  facts 
concerning  the  plan  of  distribution 
which,  in  die  absence  of  adequate 
disclosure,  may  serve  to  mislead  the 
public  with  respect  to  the  nature  of  fixed 
price  offerings.  Commentators  should 
specifically  address  the  measures  to  be 
used  in  determining  when  these 
practices,  or  what  category  of  these 
practices,  should  be  disclosed  in  the 
context  of  a  particular  offering. 

Assuming  some  such  disclosure  should 
be  made,  commentators  should  also 
discuss  what  particular  information 
concerning  these  practices  should  be 
disclosed  and  assess  the  effectiveness  of 
any  such  disclosure. 31  Finally, 
commentators  should  also  discuss 
whether  regulatory  means  other  than 


*°  Papilsky  filing.  43  FR  at  35453. 
tlld.  at  35450. 

**  Compare  comment  letters  of  the  Department  of 
Justice  at  13  (February  6. 1979);  Sanford  C.  Bernstein 
ft  Co..  Inc.  at  2-3  (October  6. 1978);  the  American 
Council  of  Life  Insurance  ("ACLT)  at  6  (October  10, 
1978);  Shea  ft  Gardner  at  19  (October  10, 1978):  and 
McCarthy.  Ried.  Crisanti  ft  Maffei,  Inc.  at  5-6 
(October  8, 1978);  with  NASD  Notice  to  Members 
77-31.  at  19  (September  23. 1977). 


disclosure  are  necessary  or  appropriate 
to  further  the  purposes  of  the  Act 

B.  Unfair  Discrimination  Between 
Customers 

Section  15A(b)(6)  of  the  Act  requires 
that  the  rules  of  the  NASD  not  permit 
unfair  discrimination  between 
customers.  The  NASD  has  asserted  that 
the  proposed  rule  change  would  enable 
it  to  satisfy  this  obligation  because  it 
would  eliminate  the  possibility  that 
favored  customers  might  be  able  to 
obtain  all  or  a  part  of  a  dealer’s  selling 
concession  while  other  customers  paid 
the  full  fixed  offering  price.33  There  is  a 
question,  however,  whether  permitting 
some  customers  to  bargain  for  and 
obtain  direct  or  indirect  concessions 
from  fixed  offering  prices  does  in  fact 
unfairly  discriminate  against  those 
customers  unable  to  obtain  such 
concessions.34 

In  evaluating  this  rationale  for  the 
proposed  rule  change,  commentators 
should  discuss  any  significant 
economies  of  scale  or  transactional  cost 
savings  that  exist  in  the  purchase  of 
larger  amounts  of  securities  in  fixed 
price  offerings.  In  providing  this 
information,  commentators  should 
discuss  whether  decisions  by  broker- 
dealers  to  engage  in  the  practices 
proscribed  by  the  proposed  rule  change 
are  based  on  such  cost  savings,  and 
whether  there  are  other  factors  which 
influence  such  decisions. 

C.  Public  Confidence  in  Fixed  Price 
Offerings 

The  NASD  has  asserted  that,  if  certain 
customers  receive  concessions  in  fixed 
price  offerings,  public  confidence  in  the 
fairness  of  the  securities  markets  would 
be  severely  undermined,  and  that  to 
permit  such  concessions  would  be 
contrary  to  the  NASD’s  obligations 
under  Section  15A(b)(6)  of  the  Act  to 
have  rules  designed  to  prevent  fradulent 
practices,  to  promote  just  and  equitable 
principles  of  trade,  and  to  protect 
investors  and  the  public  interest.35  Such 
a  loss  of  confidence,  it  has  been  argued, 
might  lead  smaller  investors,  aware  of 
the  availability  of  concessions  to  larger 


"Papilsky  filing.  43  FR  at  35453. 

**  Different  rates  of  commissions  and  fees  are,  for 
example,  permitted  in  transactions  on  national 
securities  exchanges.  See  Rule  19b-3  under  the  Act 
17  CFR  240.19b-3.  and  Securities  Exchange  Act 
Release  11203  (January  23, 1975),  40  FR  7394  (1975). 
In  additioiu«rbitrageur8  frequently  capture  the 
soliciting  dealer  fee  in  tender  offers,  effectively 
establishing  a  sales  price  per  share  higher  than  the 
tender  offer  price.  See.  e.g..  Securities  Exchange  Act 
Release  No.  9395  (November  24, 1971). 

"Papilsky  filing.  43  FR  at  35453. 


investors,  to  decide  not  to  purchase 
securities  in  public  offerings.36 

The  Commission  requests  interested 
persons  to  discuss  to  what  extent 
smaller  investors  currently  are  aware  of 
the  availability  of  direct  or  indirect 
concessions  to  institutions  and  other 
larger  investors,  and  whether  specific 
disclosure  of  such  concessions  would 
discourage  smaller  investors  from 
participating  in  public  offerings. 
Commentators  are  also  invited  to 
analyze  the  consequences  that  any 
decrease  in  public  confidence 
concerning  the  fairness  of  the  securities 
markets  in  general,  and  the  underwriting 
process  in  particular,  would  have  on  the 
ability  of  issuers  to  raise  capital  through 
public  offerings. 

D.  Necessity  of  the  Proposed  Rule 
Change  To  Maintain  the  Fixed  Price 
Offering  System 

Several  commentators  have  suggested 
that  an  important  basis  for  the  proposed 
rule  change  is  the  maintenance  of  the 
fixed  price  offering  system  itself.37 
Under  this  rationale,  it  is  asserted  that 
the  proposed  rule  change  is  necessary, 
consistent  with  Section  15A(b)(6)  of  the 
Act,  to  protect  investors  and  the  public 
interest  and  to  remove  impediments  to 
and  perfect  the  mechanism  of  a  free  and 
open  market.  In  order  to  assist  the 
Commission  in  addressing  these 
questions,  commentators  are  requested 
to  discuss  the  effects  that,  alternatively, 
approval  and  disapproval  of  the 
proposed  rule  change  would  have  on  the 
fixed  price  offering  system. 

The  Commission  understands  that 
broker-dealers,  for  some  period  of  time, 
have  been  using  many  of  the  practices 
which  the  proposed  rule  change  seeks  to 
limit  or  prohibit.  Nevertheless, 
underwriters  have  continued  to  conduct 
fixed  price  offerings.  Accordingly,  the 
Commission  requests  information 
regarding  the  nature  and  function  of  the 
practices  that  would  be  prohibited  by 
the  proposed  rule  change. 

Commentators  should  discuss  the  extent 
to  which  those  practices  are  currently 
employed.  In  addition,  they  should 
discuss  the  extent  to  which  those 
practices,  or  any  unfavorable 
consequences  resulting  from  them,  are 
or  may  be  effectively  controlled  by 
contractual  arrangements  among  broker- 
dealers  or  by  other  means,  and  any 
reasons  that  such  arrangements  and 
means  have  not  been  sufficient  to 


"Comment  letter  of  the  Securities  Industry 
Association  ("SIA")  at  14-15  (March  7. 1979). 

"See  comment  letter  of  the  SIA  (March  7, 1979). 
See  also,  e.g..  comment  letters  to  the  NASD  of 
Donaldson.  Lufkin  ft  Jenrette  at  1  (November  4, 
1977);  and  McDonald  ft  Co.  at  1  (November  2, 1977). 
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control  adequately  those  practices  or 
consequences. 

If  commentators  believe  that 
disapproval  of  the  proposed  rule  change 
would  result  in  increased  use  of  those 
practices  that  the  proposed  rule  change 
would  restrict,  they  should  state  the 
basis  for  that  conclusion.  Commentators 
should  also  discuss  any  harm  they 
believe  results  from  these  practices  or 
would  result  from  their  increased  use, 
the  manner  in  which  such  harm  would 
be  incurred,  and  the  categories  of 
persons  who  would  be  disadvantaged 
thereby.  In  particular,  commentators 
should  discuss  the  policy  considerations 
applicable  to  underwriting  fee  recapture 
by  certain  purchasers  and  should 
analyze  how  disapproval  of  the 
proposed  rule  change  would  affect  the 
profitability  of  fixed  price  offerings  or 
increase  the  risks  to  underwriters  (e.g., 
by  adversely  affecting  their  ability  to 
engage  in  stabilization  of  such 
offerings).  Commentators  are  also 
requested  specifically  to  discuss  how  a 
reduction  in  profitability  or  an  increase 
in  risk  would  affect  the  willingness  or 
ability  of  broker-dealers  to  participate  in 
offerings  and  increase  the  cost  to  issuers 
of  issuing  such  securities.  In  considering 
these  questions,  commentators  should 
also  assess  any  adverse  consequences 
to  the  fixed  price  offering  system  that 
might  resuit  from  approval  of  the 
proposed  rule  change.38 

Tire  Commission  understands  that 
underwriters  generally  believe  their 
ability  to  distribute  certain  offerings 
successfully,  particularly  where  market 
conditions  may  be  unfavorable,  often 
depends  on  their  ability  to  stabilize 
those  offerings.  The  increased 
availability  of  direct  or  indirect 
discounts  in  a  fixed  price  offering  might 
create  an  economic  incentive  for 
institutions  to  resell  the  securities  so 
purchased  into  the  stabilizing  bid.  The 
continuous  net  settlement  and  book 
entry  characteristics  of  the  evolving 
national  system  for  clearance  and 
settlement  have  apparently  made  it 
nearly  impossible  for  the  managing 
underwriter  to  trace  such  sales  and  thus 
to  enforce  certain  provisions  of  the 
“agreement  among  underwriters”  and 
the  “selected  dealer  agreement.”  Under 
some  circumstances,  this  selling  activity 
may  exert  substantial  pressure  on  the 
stabilizing  bid. 

The  Commission  solicits  comment  on 
the  significance  of  institutional  sales 
into  stabilizing  bids  and  the  effect  the 
proposed  rule  change  would  have  on 
such  behavior.  Commentators  should 
discuss  how  such  sales  might  be 


uSee  discussion  at  text  accompanying  ns.  75-00, 
infra. 


detected  and  whether,  as  a  practical 
matter,  the  risk  of  detection  effectively 
discourages  such  sales.  Commentators 
should  also  discuss  whether  regulatory 
means  other  than  the  proposed  rule 
change  would  effectively  limit  such 
practices.  Comments  are  requested  on 
whether  a  stabilizing  bid  could  be 
maintained  at  or  near  the  price  paid  by 
the  syndicate  for  securities,  rather  than 
at  or  near  the  public  offering  price  for 
such  securities,  without  having  a 
material  adverse  effect  on  the 
distribution  of  the  securities  to  retail 
customers.  Commentators  are  also 
requested  to  discuss  whether  they 
believe  disapproval  of  the  proposed  rule 
change  would  materially  increase  the 
risks  of  stabilizing  and,  if  so,  to  what 
extent  this  would  discourage  broker- 
dealer  participation  in  offerings 
involving  higher  risk. 

III.  Consistency  of  the  Proposed  Rule 
Change  with  the  Requirements  of  the 
Act 

To  approve  the  proposed  rule  change, 
the  Commission  is  required,  pursuant  to 
Section  19(b)  of  the  Act  (15  U.S.C. 
78s(b)),  to  find  that  it  is  consistent  with 
the  requirements  of  the  Act  and  any 
Commission  rules  thereunder  applicable 
to  the  NASD.  The  Commission  must 
disapprove  the  proposed  rule  change  if 
it  is  unable  to  make  that  affirmative 
finding.  The  statutory  requirements  that 
the  Commission  must  consider  in 
determining  whether  to  approve  the 
proposed  rule  change  include  those  set 
forth  in  Section  15A(b)  of  the  Act  (15 
U.S.C.  78o— 3(b)),  particularly 
subsections  15A  (b)(2),  (b)(6),  and  (b)(9). 
In  discussing  the  proposed  rule  change, 
interested  persons  should  consider  the 
requirements  of  those  sections,  as 
discussed  below,  as  well  as  any  other 
requirements  of  the  federal  securities 
laws  that  they  believe  may  apply  to  the 
proposed  rule  change,  and  should 
analyze  the  possible  ramifications  of  the 
proposed  rule  change  in  light  of  the 
applicable  statutory  criteria. 

A.  Fixing  Prices  or  Fees 

In  analyzing  the  proposed  rule  change, 
the  Commission  must  consider  Section 
15A(b)(6)  of  the  Act.  That  section 
requires  that  the  rules  of  a  national 
securities  association  not  be  designed 
“to  fix  minimum  profits  or  to  impose  any 
schedule  or  fix  rates  of  commissions, 
allowances,  discounts,  or  other  fees  to 
be  charged  by  its  members."  As 
discussed  above,  the  Commission  in  the 
PSI  case  held  that  the  NASD’s  attempt, 
under  Article  III,  Section  1  of  its  Rules  of 
Fair  Practice,  to  impose  sanctions  on 
several  of  its  members  for  violating  the 


price  terms  of  an  underwriting 
agreement,  exceeded  the  NASD’s 
authority  under  the  predecessor 
provision  of  Section  15A(b){6)  of  the 
Act.39  The  NASD  asserted  in  PSI  that, 
because  the  schedule  of  prices  and 
discounts  was  imposed  by  contractual 
agreement  among  the  member  firms,  it 
was  not  “fixed”  or  “imposed”  by  NASD 
rule. 40  The  Commission  rejected  this 
argument,  concluding  that,  in  bringing 
disciplinary  proceedings  under  its  rules, 
the  NASD  was  itself  imposing  the 
schedule  of  discounts  established  by 
such  contracts.41 

Commentators  are  requested  to 
discuss  whether  the  proposed  rule 
change  would  fix  minimum  profits  or 
impose  any  schedule  or  fix  rates  of 
commissions,  allowances,  discounts  or 
other  fees  in  contravention  of  Section 
15A(b)(6)  of  the  Act.  In  that  connection, 
commentators  should  discuss  any 
changes  occurring  in  the  securities 
industry  since  the  PSI  decision  that 
might  affect  the  economic  justification 
for  fixed  price  offerings  or  practices 
occurring  in  such  offerings,  including  the 
practices  sought  to  be  proscribed  by  the 
proposed  rule  change. 

B.  Enforceability  of  the  Proposed  Rule 
Change 

Section  15A(b)(2)  of  the  Act  requires 
that  the  NASD  have  the  capacity  to 
enforce  compliance  by  its  members  and 
their  associated  persons  with  its  rules. 
This  objective  may  not  be  accomplished 
unless  the  NASD’s  rules  can  be  fairly 
and  effectively  enforced.  Accordingly,  in 
order  to  assist  it  in  analyzing  the 
proposed  rule  change,  the  Commission 
is  seeking  comments  from  interested 
persons  with  respect  to  the 
enforceability  by  the  NASD  of  the 
proposed  rule  Change. 

Enforceability  of  a  self-regulatory 
organization  rule  is  only  one  of  several 
factors  considered  by  the  Commission  in 
approving  or  disapproving  a  rule  change 
under  Section  19(b)  of  the  Act. 
Nevertheless,  in  the  context  of  the 
proposed  rule  change,  a  number  of 
questions  have  been  raised  concerning 
its  basic  enforceability  in  today’s 
market  environment  Accordingly, 
commentators  are  requested  to  consider 
whether  the  proposed  rule  change,  if  not 
enforceable  in  a  uniform  and  consistent 
manner,  would  unfairly  discriminate 
against  certain  broker-dealers. 

Interested  persons  should  also  consider 


"19  SEC  424  (1045).  Some  of  the  details  of  that 
case  are  discussed  in  the  text  accompanying  n.  12, 
supra. 

"A  similar  argument  has  been  advanced  by  the 
NASD  with  respect  to  the  proposed  rule  change.  See 
Papilsky  filing.  43  FR  at  35453. 

“  19  SEC  at  437-430. 
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whether  any  identified  difficulties  result 
from  defects  in  the  specific  provisions  of 
the  proposed  rule  change  or  may  be 
inherent  in  any  regulatory  enforcement 
of  fixed  price  offering  agreements. 

1.  Section  24.  Under  proposed  Section 
24,  in  order  to  receive  a  selling 
concession,  a  broker-dealer  must  either 
be  an  underwriter  or  engage  in  some 
selling  effort  through  “direct  selling 
contact,"  The  proposed  interpretation^ 
Section  24,  however,  does  not  provide 
any  clear  definition  or  examples  of 
direct  selling  contact  In  analyzing 
proposed  Section  24,  commentators 
should  discuss  any  difficulties  they 
perceive  the  NASD  might  encounter  in 
seeking  to  enforce  the  direct  selling 
contact  requirement.4* 

Under  proposed  Section  24,  a  broker- 
dealer  has  improperly  granted  a 
concession  when  it  has  furnished  a 
customer  with  research  or  other  services 
that  are  (i)  “commercially  available,”  or 
(ii)  provided  “for  cash  or  other  agreed 
upon  consideration,"  and  the  broker- 
dealer  has  not  received  “full 
consideration”  for  those  services.  The 
proposed  interpretation  of  Section  24 
states  that  services  or  products  are 
deemed  “commercially  available”  if 
they  are  generally  available  on  a 
commercial  basis.  A  product  or  service 
would  be  commercially  available  if  it  or 
a  “substantially  identical”  item  could  be 
purchased  directly  or  indirectly  by  the 
recipient  from  the  broker-dealer 
providing  the  service  or  from  a  third 
party.4*  Commentators  are  requested  to 
discuss  the  extent  ot  which  the  NASD 
would  be  able  to  determine  consistently 
whether  services  or  products  are 
commercially  available,44  particularly 
research  services  that  may  be  offered 
for  “soft  dollars."  Commentators  should 
also  discuss  any  potential  difficulties 
that  may  arise  for  broker-dealers 
seeking  to  comply  with  the  requirements 
of  this  provision.4* 


“Commentators  have  suggested,  for  example, 
that  this  requirement  could  be  accommodated  by  a 
pro  forma  telephone  call  in  which  the  broker-dealer 
recommended  the  security  being  distributed.  See 
comment  letters  of  Shea  &  Gardner  at  18  (October 

10. 1978) ;  and  ACLI  at  B  (October  12. 1978). 

“  Papilsky  filing.  43  FR  at  35447.  The  Commission 
has  established  a  somewhat  less  restrictive 
standard  in  interpreting  Section  28(e)  of  the  Act  (IS 
U.S.C.  78bb(c)).  In  that  context  research  services, 
for  example,  would  not  be  considered  commercially 
available  unless  “readily  and  customarily  available 
and  offered  to  the  general  public  on  a  commercial 
basis.”  See  Securities  Exchange  Act  Release  No. 
12251  (March  24. 1976). 

44  See  comment  letters  of  ACLI  at  10  (October  12. 
1978);  Shea  ft  Gardner  at  8  (October  10, 1978); 
McCarthy,  Ried.  Crisanti  &  Maffei,  Inc.  at  3 
(October  8, 1978);  and  comment  letter  to  the  NASD 
of  Lynch,  Jones  &  Ryai*  at  5  (February  27, 1978). 
“See  comment  letter  of  the  ACLI  at  10  (October 

12. 1978) .  For  instance,  any  difficulties  the  NASD 
may  encounter  in  subsequently  determining  if  a 


In  order  to  determine  whether  a 
product  or  service  is  supplied  “for  cash 
or  other  agreed  upon  consideration,”  the 
NASD  must  be  able  to  detect  any 
express  or  implied  agreements  which 
give  customers  concessions  from  fixed 
price  offerings.46  Among  the 
Commission’s  concerns  with  respect  to 
the  enforceability  of  the  proposed  rule 
change,  however,  are  that  the  detection 
and  proof  of  the  existence  of  such 
agreements  with  customers  may  well  be 
extremely  difficult.  Apparently,  those 
agreements  are  seldom  in  writing,  and 
often  are  not  even  articulated  orally.41 
Instead,  it  is  alleged. 

There  are  courses  of  conduct  that  give  rise 
to  informal  understandings  that  the  services 
the  investor  received  from  broker/dealers 
will  be  taken  into  account  both  when  agency 
transactions  are  effected  and  also  when 
underwritten  securities  are  purchased.4* 

The  Commission  understands  that 
often  the  terms  of  such  informal 
understandings,  including  the  amount  of 
compensation,  are  unspecified/9  and 
payment  is  not  made  on  an  immediate 
quid  pro  quo  basis. 46  The  Commission 
also  understands  that  there  are  a  variety 
of  reciprocal  and  other  techniques  that 
broker-dealers  and  their  customers  may 
be  able  to  employ  to  circumvent  the 
proposed  rule  change.*1 

Even  if  an  understanding  between  a 
broker-dealer  and  customer  can  be 
identified,  it  may  be  difficult  to 
determine  whether  it  constitutes  an 
agreement  proscribed  by  the  proposed 
rule  change.  Hie  NASD  had  indicated 
that  proposed  Section  24  is  intended  to 
reach  both  obligations  that  are  legally 
binding  and  those  that  are  not,  including 
some  moral  obligations.*2 The  NASd 
also  states,  however,  that  some  services 
may  permissibly  be  furnished  without 
compensation  in  order  to  promote 
customer  goodwill. 

The  Commission  requests  information 
from  commentators  concerning  the  types 


product  or  services  is  commercially  available  would 
seem  ot  be  compounded  for  a  firm  required  to  make 
that  determination  at  the  time  of  the  transaction. 
Commentators  should  also  evaluate  the  costs  in 
time  and  resources  of  compliance  with  the 
commercially  available  prohibition. 

“Papilsky  filing.  43  FR  at  35448. 

"See  comment  letter  of  Shea  ft  Gardner  at  14 
(October  10, 1976).  See  also  comment  letter  to  the 
NASD  of  Baker.  Watts  ft  Co.  at  1  (February  24. 

1978). 

“Comment  letter  of  Shea  ft  Gardner  at  14 
(October  10, 1978).  See  also  comment  letter  of 
Continental  Bank  at  3  (October  10. 1978). 

“See  comment  letters  of  Continental  Bank  at  3 
(October  10, 1978);  and  ACLI  at  11  (October  12, 

1978). 

“See  comment  letter  of  Continental  Bank  at  3 
(October  10. 1978). 

“  See  comment  letter  of  Sanford  C.  Bernstein  ft 
Co..  Inc.  Attachment  1  at  3  (October  8. 1978). 

“Papilsky  filing.  43  FR  at  35451 


of  arrangements  various  broker-dealers 
and  their  customers  maintain  with 
respect  to  the  provision  of  research  and 
other  services.  Commentators  are  also 
requested  to  discuss  the  difficulties  the 
NASD  may  encounter  in  establishing 
that  obligations,  which  are  not  legally 
enforceable  by  the  broker-dealers  to 
whom  those  obligations  are  owed, 
nevertheless  constitute  agreements  that 
would  give  rise  to  violations  of  proposed 
Section  24. 53 

If  a  broker-dealer  has  provided  a 
customer  with  products  or  services  that 
are  commercially  available  or  are 
provided  for  cash  or  other  agreed  upon 
consideration,  proposed  Section  24 
requires  a  determination  of  whether  the 
broker-dealer  has  received  "full 
consideration”  for  such  products  or 
services.  Unless  the  amount  of 
consideration  appears  on  its  face  to  be 
unreasonably  low,  it  would  not  be 
necessary  to  establish  that  the  agreed 
upon  price  represented  fair  market 
price.*4  Commentators  are  requested  to 
evaluate  any  enforcement  problems  that 
may  exist  in  determining  receipt  of  "full 
consideration”  without  reference  to  fair 
market  price.  Commentators  should 
discuss  particularly  any  potential 
problems  in  applying  this  requirement  to 
large  broker-dealers  that  have  a  broad 
business  mix  and,  accordingly,  have  a 
number  of  frequently  overlapping 
business  relationships  with  the  same 
institutional  customer.** 

2.  Section  8.  Proposed  Section  8  is 
intended  to  prohibit  overtrading  in  swap 
transactions  effected  in  connection  with 
fixed  price  offerings  by  requiring  that  a 
broker-dealer  pay  a  “fair  market  price” 
for  securities  “taken  in  trade.”  This 
Section  appears  to  pose  a  number  of 
enforcement  problems.  In  addition, 
broker-dealers  may  be  able  to  engage  in 
“overtrading"  while  literally  satisfying 
its  requirements. 

Proposed  Section  8  would  allow  a 
broker-dealer,  in  “an  exceptional  or 
unusual  case,”  to  pay  a  price  “higher 
than  the  lowest  independent  offer”  for 
securities  taken  in  trade  if  the  price 
could  be  justified.**  Commentators 
should  discuss  whether  the  factors 
justifying  pricing  variations  in  swap 
transactions  are  so  diverse  and  difficult 
to  determine  that  broker-dealers  would 


“See  comment  letters  of  Shea  ft  Gardner,  at  6. 18 
(October  10, 1978);  ACU  at  10-11  (October  12, 1978); 
and  McCarthy.  Ried.  Crisanti  ft  Maffei.  Inc.  at  3, 4-5 
(October  8. 1978). 

44  Papilsky  filing.  FR  at  35448. 

“See  comment  letter  of  McCarthy.  Ried,  Crisanti 
ft  Maffei,  Inc.  at  3  October  8. 1978).  See  also 
comment  letter  to  the  NASD  of  Lynch,  Jones  ft  Ryan 
at  5  (February  27, 1978). 

“See  Papilsky  filing.  43  FR  at  35448. 
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use  this  exception  to  cover  overtrades.57 
Proposed  Section  8  would  require  that 
quotations,  for  securities  that  are  not 
quoted  on  an  exchange  or  in  NASDAQ, 
be  obtained  from  two  or  more 
“independent  dealers."  Commentators 
are  requested  to  consider  whether 
adequate  means  exist  to  surveil  the 
authenticity  of  these  quotations.55 

Commentators  should  also  consider 
whether  even  the  objective  standards  of 
proposed  Section  8  would  enable 
broker-dealers  to  effect  swap 
transactions  that  technically  comply 
with  proposed  Section  8,  but  would 
nevertheless  constitute  overtrades.  The 
Commission  understands,  for  example, 
that  blocks  of  securities  often  trade  at 
prices  that  are  discounted  from  the 
round  lot  prices  for  those  securities.  The 
term  "fair  market  price”  in  Section  8  is 
defined  in  terms  of  the  lowest 
independent  offer,  which  is  a  round  lot 
price.  A  failure  to  reflect  the  discounted 
price  of  the  block  in  a  swap  transaction 
could  thus  result  in  the  granting  of  a 
concession  through  overtrading,  without 
literally  violating  Section  8. 
Commentators  should  consider  whether 
these  standards  would  permit 
overtrades  by  allowing  customers  to  sell 
securities  to  Broker-dealers  in  swap 
transactions  at  prices  higher  than  the 
customer  would  otherwise  have 
obtained  in  selling  those  securities. . 

Commentators  are  also  requested  to 
discuss  whether  it  would  be  difficult  iii 
some  circumstances  to  ascertain  that  a 
swap  transaction  has  occurred.  While 
simultaneous  swap  transactions 
presumably  would  not  be  difficult  to 
detect,  it  has  been  asserted  that  "the 
new  rules  would  be  fairly  easy  to 
circumvent  through  the  use  of  unrelated 
trades.”  59  For  instance,  uncovering  the 
existence  of  an  agreement  or 
understanding  to  engage  in  a  swap 
transaction  would  appear  to  be  difficult 
if  the  parties  created  no  written  records 
of  the  understanding  and  the  swap  was 
effected  through  asynchronous 
transactions.  The  Commission, 
accordingly,  requests  information  on 
techniques  that  could  be  used  to  evade 
proposed  Section  8  and  on  whether 

*’  See  comment  letter  to  the  NASD  of  Smith 
Barney,  Harris  Upham  ft  Co..  Inc.  at  1  (February  21, 
1978].  See  generally  comment  letters  to  the  NASD  of 
Anthony  F.  Castellano  at  2  (November  4, 1977); 
McCarthy.  Ried,  Crisanti  ft  Maffei,  Inc.  at  4 
(October  31, 1977). 

M  See  comment  letter  of  Transamerica  Investment 
Management  Co.,  Inc.  (“Transamerica”)  at  4 
(September  21, 1978).  See  also  comment  letter  to  the 
NASD  of  McCarthy,  Ried,  Crisanti  ft  Maffei.  Inc.  at 
4  (October  31, 1977). 

“  See  comment  letter  of  Transamerica  at  5 
(September  21, 1978).  See  also  comment  letter  to  the 
NASD  of  McCarthy.  Ried,  Crisanti  ft  Maffei.  Inc.  at 
4  (October  31. 1977). 


means  exist  for  their  detection  and 
prevention.  Commentators  should  also 
consider  whether  a  regulatory 
mechanism  other  than  the  proposed  rule 
change  would  be  more  appropriate  or 
effective  in  prohibiting  overtrading  in 
swap  transactions. 

Proposed  Section  8  would  require  that 
a  "normal  commission”  be  charged  in 
swap  transactions  in  which  a  broker- 
dealer  acts  as  agent.  Commentators 
should  consider  whether  the  NASD,  in 
determining  what  commission  should  be 
regarded  as  “normal,”  would  be  able  to 
develop  a  consistent  enforcement  policy 
that  would  notify  broker-dealers  as  to  a 
permissible  level  of  commission  charges 
in  agency  swap  transactions  without 
also  effectively  fixing  or  establishing  a 
schedule  of  commission  tates  for  such 
transactions. 

C.  Unfair  Discrimination  Between 
Brokers  and  Dealers 

Section  15A(b)(6)  of  the  Act  requires 
that  the  rules  of  the  NASD  not  be 
designed  to  permit  unfair  discrimination 
between  brokers  and  dealers,  and 
Section  15A(b)(9)  states  that  the  NASD’s 
rules  may  not  impose  any  burden  on 
competition  not  necessary  or 
appropriate  in  furtherance  of  the 
purposes  of  the  Act.  Commentators 
should  discuss  whether  the  proposed 
rule  change  would  have  any  such 
discriminatory  or  anticompetitive 
effects. 

1.  Broker-Dealers  that  Supply 
Research.  The  proposed  rule  change 
may  have  an  adverse  impact  upon 
broker-dealers  that  supply  research  to 
institutions  and  other  large  investors. 
Some  broker-dealers  derive  a  significant 
portion  of  their  revenues  from  sales 
concessions  earned  on  designated 
orders  placed  by  institutions  to  whom 
such  broker-dealers  have  supplied 
research.60  These  revenues  may  be 
severely  curtailed  by  the  proposed  rule 
change. 

Proposed  Section  24  would  require 
that  a  broker-dealer  perform  services  in 
distribution,  either  by  acting  as  an 
underwriter  or  by  making  a  selling  effort 
based  upon  direct  contact,  in  order  to  be 
eligible  to  receive  any  selling  concession 
in  a  fixed  price  offering.  The 
Commission  has  been  informed  that 
many  broker-dealers  that  supply 
research  to  customers  may  be  unable  to 
meet  either  of  these  requirements.61 

"‘See  comment  letters  of  ACLI  at  5  (October  12, 
1978);  Continental  Bank  at  2  (October  10, 1978);  and 
Richard  W.  Stanley  at  3  (September  20, 1978). 

*'  See  discussion  at  text  accompanying  notes  78- 
80.  infra,  and  comment  letters  of  ACLI  at  2  (October 
12, 1978);  and  Shea  ft  Gardner  at  13-14  (October  10, 
1978). 


Proposed  Section  24  would  also 
prohibit  a  broker-dealer  from  providing 
to  a  customer  research  or  other  services 
that  are  "commercially  available"  or 
that  are  supplied  to  that  customer  or 
some  other  person  “for  cash  or  other 
agreed  upon  consideration”  unless  the 
broker-dealer  is  fully  compensated  by 
the  customer  for  such  services  from 
sources  other  than  concessions  from  the 
sale  of  securities  in  a  fixed  price 
offering.  The  Commission  understands, 
however,  that  the  research  supplied  by 
broker-dealers  to  customers  who 
designate  them  in  fixed  price  offerings  is 
often  either  commercially  available  62  or 
supplied  for  cash  or  other  agreed  upon 
consideration.63  A  number  of 
commentators  have  also  suggested  that 
the  customers  who  currently  receive 
such  research  may  be  unable  or 
unwilling  to  pay  for  it  by  means  other 
than  selling  concessions.64 

The  Commission  wishes 
commentators  to  address  these  matters. 
In  doing  so,  commentators  should 
discuss  the  role  of  broker-dealers  that 
supply  research  in  the  securities 
distribution  process  and  the  impact  of 
the  proposed  rule  change  upon  those 
broker-dealers. 

2.  Broker-dealers  Without  In-House 
Research  Capability.  Restrictions  in 
proposed  Section  24  with  respect  to 
research  or  other  services  that  are 
“commercially  available”  may  unfairly 
discriminate  against  broker-dealers 
without  “in-house”  research  capacity  in 
favor  of  firms  with  both  research  and 
sales  capacity.65  Commentators  have 
suggested  that  research  purchased  from 
third  parties  is  more  likely  to  be  deemed 
"commercially  available”  than 
internally  generated  research  because 
most  third  party  suppliers  of  research 
also  offer  that  research  to  others  for 
cash  or  other  consideration.66  Because 

“  See,  e.g.,  comment  letters  of  the  ACLI  at  10 
(October  12, 1978);  the  Illinois  State  Board  of 
Investment  (September  20, 1978);  and  Shea  ft 
Gardner  at  18  (October  10, 1978). 

n  See,  e.g.,  comment  letters  of  the  ACLI  at  11 
(October  12, 1978);  the  SIA  at  9  (March  7, 1979);  and 
Shea  ft  Gardner  at  18  (October  10, 1978);  and 
comment  letter  to  the  NASD  of  Lynch,  Jones  ft  Ryan 
at  5  (February  27, 1978). 

44  See  comment  letters  of  the  State  of  Connecticut 
Office  of  the  Treasurer  (October  S,  1978);  McCarthy, 
Ried,  Crisanti  ft  Maffei,  Inc.  at  4-5  (October  8, 1978); 
and  Richard  W.  Stanley  at  2  (September  2a  1978). 

Cf.  comment  letter  of  the  Illinois  State  Board  of 
Investment  (September  20, 1978). 

**  See  oomment  letter  to  the  NASD  of  Lynch, 

Jones  ft  Ryan  at  3  (February  27, 1978);  cf.  comment 
letters  of  Chemical  Bank  (June  9, 1978);  The  Boston 
Company  of  Louisville.  Inc.  at  1  (May  4, 1978);  and 
Sears  Investment  Management  Co.,  Attachment  at  1 
(December  11, 1978). 

“See  comment  to  the  NASD  of  Lynch,  Jones  ft 
Ryan  at  3  (February  27, 1978);  cf.  comment  letter  of 
McCarthy,  Ried,  Crisanti  ft  Maffei.  Inc.  at  4 
(October  8  1978). 
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customers  may  be  unwilling  to  pay  for 
research  by  means  other  than  selling 
concessions,  it  is  argued  that  firms  that 
lack  in-house  research  capabilities  may 
be  competitively  disadvantaged.67 

The  NASD  has  stated  that  the 
proposed  rule  change  would  not 
discriminate  against  firms  that  lack  in- 
house  research  capability  because  third 
party  research  would  not  be  deemed 
"commercially  ayailable”  so  long  as  it  is 
not  made  available  to  others,  i.e., 
purchased  by  the  broker-dealer  on  an 
exclusive  basis.  If  a  firm  with  an  in- 
house  research  staff  makes  its  research 
available  to  anyone  on  a  commercial 
basis,  that  research  would  also  be 
deemed  to  be  “commercially 
available.”68 

The  Commission  wishes  interested 
persons  to  comment  upon  the  extent  to 
which  firms  without  in-house  research 
capability  generally  participate  in  fixed 
price  offerings,  their  role  in  such 
offerings  and  how  their  role  would  be 
altered  by  the  proposed  rule  change. 
Interested  persons  are  also  requested  to 
evaluate  the  extent  to  which  third  party- 
research  currently  is  available  on  an 
exclusive  basis  and  how  its  cost 
compares  to  that  of  research  which  is 
made  “commercially  available.” 

3.  Broker-Dealers  Who  Have  Not 
Historically  Participated  in 
Underwritings.  The  Commission  also 
solicits  information  on  whether  the 
proposed  rule  change  would  make  it 
more  difficult  for  broker-dealers  that 
historically  have  not  been  included  by 
managing  underwriters  in  underwriting 
syndicates  or  selling  groups,  or  have 
been  included  only  to  a  limited  extent, 
to  participate  in  the  future  in  fixed  price 
offerings. 

Several  commentators  have  pointed 
out  that  a  broker-dealer’s  participation 
in  a  public  offering  and  the  size  of  that 
participation  are  often  determined  by 
historical  patterns  of  underwriting 
participation  and  past  relationships  with 
the  managing  underwriter,  rather  than 
by  the  broker-dealer's  capacity  to 
distribute  the  particular  securities.69 
These  commentators  have  suggested 
that  designated  orders  enable  smaller 
firms  to  obtain  a  greater  participation  in 
selling  groups  than  they  otherwise  might 
attain  based  on  those  conventional 
considerations.70 


*7M. 

“  Papilsky  filing.  43  FR  at  35452,  35455. 

"See.  eg.,  comment  letter  of  Sanford  C.  Bernstein 
&  Co..  Inc.  at  2  (October  6, 1078):  and  comment 
letters  to  the  NASD  of  Mesirow  ft  Co.  at  1  (October 

31. 1077) ;  Edelstein.  Campbell  ft  Co.  at  1  (October 

24. 1077) ;  and  Cardinal  Investment  Co.  at  1  (October 
14. 1977). 

19  Id. 


Interested  persons  are  requested  to 
discuss  the  factors  which  determine  a 
firm’s  participation  in  a  fixed  price 
offering.  Commentators  should  also 
discuss  the  impact  of  the  proposed  rule 
change  on  broker-dealers  that 
historically  are  not  included  by 
managing  underwriters  in  syndicate  or 
selling  groups,  and  the  effect  of  any 
decreased  participation  by  such  broker- 
dealers  on  the  fixed  price  offering 
process. 

4.  Unfair  Discrimination  Against 
Broker-Dealers  Related  to  Institutional 
Investors.  Proposed  Section  36  would 
prohibit  a  broker-dealer  from  selling  to 
or  placing  with  a  “related  person" 
securities  that  are  part  of  a  fixed  price 
offering.  It  appears  that  a  broker-dealer 
providing  investment  advice  to  managed 
accounts  is  able  to  lower  its  advisory 
fee  in  the  expectation  that  there  will  be 
recurring  opportunities  to  sell  securities 
from  fixed  price  offerings  to  such 
accounts.71  Commentators  should 
consider  whether  proposed  Section  36 
would  unfairly  discriminate  against 
broker-dealers  that  could  not  engage  in 
this  practice  for  related  persons,  where 
broker-dealers  providing  investment 
advice  to  unrelated  persons  were  not 
similarly  constrained.  V 

The  NASD  has  indicated  that 
proposed  Section  24  is  intended  to 
prohibit  broker-dealers  that  manage  the 
accounts  of  unrelated  persons  from 
granting  de  facto  discounts  on' fixed 
price  offerings  by  reducing  their 
advisory  fees  to  those  accounts.72 The 
NASD  also  has  maintained  that  other 
laws  exist  that  prohibit  broker-dealers 
from  action  as  principals  in  transactions 
with  managed  accounts.73  For  example, 
broker-dealers  are  generally  prohibited 
from  effecting  principal  transactions 
with  pension  funds  they  manage.74’ 
However,  broker-dealers  generally  are 
not  prohibited  from  effecting  principal 
transactions  for  managed  accounts, 
provided  that  there  is  full  disclosure  and 
informed  consent.7* 


11  See  comment  letter  of  Shea  ft  Gardner  at  11 
(October  10. 1978). 

”  Papilsky  filing.  43  FR  at  35456. 

nld 

u  See  Section  408(a)  and  406(b)  of  the  Employee 
Retirement  Income  Security  Act  of  1974,  Pub.  L.  No. 
93-406,  and  ERISA  Prohibited  Transaction 
Exemptions  79-1. 44  FR  5963  (January  30. 1979),  and 
75-1,  40  FR  59845  (October  31. 1975).  See  also  n.  20. 
supra,  regarding  dealings  between  investment 
companies  and  their  advisers. 

n  See  Section  206(3)  of  the  Investment  Advisers 
Act  of  1940  (15  U.S.C.  60b-6(3)),  and  Rules  206(3)-l 
and  206(3j-2  thereunder  (17  CFR  275.206(3)-l  and 
275.206(3}-2);  Section  10(b)  of  the  Act  (15  U.S.C. 
78j(b));  Rule  10b-5  under  the  Act  (15  CFR  240.10b-5); 
Chasms  v.  Smith.  Barney  Gr  Co.,  Inc.,  438  F.2d  1187, 
1171-1172  (2d  Olr.  1970);  Hughes  v.  Securities  Gr 
Exchange  Comm  n.  174  F_2d  909.  975-978  (D.C.  Cir 
1949):  Cant  v.  A.  C.  Becker  G  Co.,  Inc.,  374  F.  Supp. 


The  Commission  requests  interested 
persons  to  discuss  the  effects  proposed 
Section  36  would  have  on  broker-dealers 
affiliated  with  institutional-investors. 
Commentators  should  also  consider  any 
other  legal  constraints  on  broker-dealers 
placing  securities  with  managed 
accounts  on  a  principal  basis. 

D.  Creation  of  Impediments  to  a  Free 
and  Open  Market 

Section  15A(b)(6)  of  the  Act  requires 
that  the  rules  of  the  NASD  be  designed 
to  remove  impediments  to  and  perfect 
the  mechanism  of  a  free  and  open 
market.  Commentators  should  discuss 
whether  the  proposed  rule  change  would 
create  impediments  to  a  free  and  open 
market. 

1.  Participation  of  Large  Investors  in 
Fixed  Price  Offerings.  Under  the 
proposed  rule  change,  institutions  and 
other  large  investors  may  be  required  to 
pay  higher  prices  in  fixed  price  offerings 
than  they  currently  pay  because  they  no 
longer  could  receive  concessions.  It  has 
been  suggested  that  this  increase  in  cost 
might  cause  such  investors  to  reduce 
their  participation  in  fixed  price 
offerings.76 

Commentators  should  discuss  how  the 
proposed  rule  change  would  affect 
investor  purchasing  patterns  with 
respect  to  fixed  price  offerings.  In 
particular,  commentators  are  requested 
to  discuss  those  factors  they  believe 
influence  investor  purchasing  practices 
in  fixed  price  offerings  and  the  type  and 
availability  of  investment  alternatives. 
Interested  persons  should  also  comment 
on  how  the  response  of  institutional 
investors  might  vary  according  to  the 
type  of  investor  involved.  Commentators 
are  also  requested  to  discuss  the  effect 
of  any  reduction  in  purchases  by  large 
investors  on  the  fixed  price  offering 
process. 

2.  The  Availability  of  Research.  A 
number  of  commentators  have  suggested 
that  proposed  Section  24  would  limit  the 
availability  of  research,  and  might 
therefore  impair  the  ability  of  those 
receiving  research  to  make  prudent 
investment  decisions. 77  The  proposed 
rule  change  would  prevent  institutions 
and  other  large  investors  from  using 
designated  orders  to  purchase  research 
from  broker-dealers.76 Interested 


36.  45-46  (S.D.N.Y.  1974);  Arleen  W.  Hughes.  27  SEC 
629  (1946). 

"See  comment  letter  of  State  Board  of 
Administration  of  Florida  (September  15, 1978). 

"  See.  e  g.,  comment  letters  of  Phoenix  Mutual 
Life  Ins.  Co.  at  2  (October  la  1978).  State  of 
Connecticut  Office  of  the  Treasurer  (October  5. 
1978);  The  Third  National  Bank  ft  Trust  Co.  (May  5. 
1978);  and  Sears  Investment  Management  Co.  at  1 
(April  27. 1978). 

"See  discussion  in  test  accompanying  n.  60. 

supra. 
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persons  are  requested  to  discuss  the 
importance  of  research  to  the  making  of 
investment  decisions.  Commentators 
should  also  discuss  whether  any 
decrease  in  the  ability  of  investors  to 
obtain  research  would  affect  their 
willingness  to  purchase  securities  in 
fixed  price  offerings. 

3.  Disincentive  for  Transactions 
Which  May  Aid  the  Securities 
Distribution  Process.  The  proposed  rule 
change  may  discourage  broker-dealers 
from  engaging  in  certain  transactions 
which  currently  may  contribute  to  the 
securities  distribution  process.  The 
NASD  has  stated,  for  example,  that  use 
of  swap  transactions  is  a  helpful 
business  practice  which  may,  in  the 
context  of  public  offerings  of  securities, 
facilitate  the  distribution  process.79 
Under  the  proposed  rule  change, 
however,  broker-dealers  may  be  less 
willing  to  engage  in  swap  transactions 
in  fixed  price  offerings  for  fear  of 
violating  proposed  Section  S.8^ 

Commentators  should  discuss  the 
effect  of  the  proposed  rule  change  on  the- 
willingness  of  broker-dealers  to  engage 
in  swap  transactions  or  other  practices 
that  may  aid  the  securities  distribution 
process.  Commentators  should  also 
consider  the  effect  any  decrease  in  the 
use  of  such  transactions  would  have  on 
the  fixed  price  offering  system. 
***** 

Persons  wishing  to  appear  at  the 
public  hearings  should  contact  Richard 
T.  Chase,  Division  of  Market  Regulation, 
Room  341,  Securities  and  Exchange 
Commission,  500  North  Capitol  Street, 
Washington,  D.C.  20549,  telephone 
number  (202)  755-7620,  not  later  than 
August  1, 1979.  The  public  hearings  are 
tentatively  scheduled  to  begin  Monday. 
September  10, 1979,  at  10:00  a.m.,  in 
Room  776  at  the  above  address.  The 
schedule  of  appearances  will  be 
announced  by  the  Commission  shortly 
before  the  hearings  commence.  Persons 
intending  ttf  appear  at  the  hearings 
should  submit  the  text  of  any  prepared 
statements  not  later  than  four  business 
days  prior  to  their  appearance  and  are 
invited,  at  the  time  of  their  appearance, 
to  make  copies  of  their  statements 
available  to  interested  persons 
attending  the  hearings.  Written 
presentations  of  views,  data  and 
arguments  should  be  submitted  not  later 
than  August  1, 1979.  All  submissions 
should  refer  to  Commission  File  No.  SR- 
NASD-78-3  and  be  delivered,  together 
with  30  copies,  to  George  A. 

Fitzsimmons,  Secretary  of  the 


”  Papilsky  filing,  43  FR  at  35449. 

"  See  comment  letter  to  the  NASD  of  Johnson. 
Lane.  Space.  Smith  &  Co.,  Ino,  at  2  (November  2. 
1977). 


Commission,  Room  892,  at  the  above 
address.  Copies  of  all  written 
submissions  and  hearings  transcripts 
will  be  made  available  at  the 
Commission’s  Public  Reference  Room. 
1100  L  Street.  NW.,  Washington,  D.C 

By  the  Commission.  ^ 

George  A.  FUzatmmoo*. 

Secretary. 

May  9. 1979. 

Text  of  the  Proposed  Rule  Change 

Proposed  Amendment  to  Article  II, 
Section  I  of  the  Rules  of  Fair  Practice 

Article  II,  Section  1  is  proposed  to  be 
amended  by  the  addition  of  a  new 
subsection  (m).  All  other  subsections  of 
Section  1  remain  unchanged. 

"Fixed  Price  Offering” 

(m)  The  term  ‘fixed price  offering" 
means  the  offering  of  securities  at  a 
stated  public  offering  price  or  prices,  all 
or  part  of  which  securities  are  publicly 
offered  in  the  United  States  or  any 
territory  thereof,  whether  or  not 
registered  under  the  Securities  Act  of 
1933,  except  that  the  term  does  not 
include  offerings  of  "exempted 
securities” or  "municipal securities" as 
those  terms  are  defined  in  Section 
3(a)(12)  and  3  (a)(29),  respectively,  of 
the  Securities  Exchange  Act  of  1934  or 
offerings  of  redeemable  securities  of 
investment  companies  registered 
pursuant  to  the  Investment  Company 
Act  of  1940  which  are  offered  at  prices 
determined  by  the  net  asset  value  of  the 
securities. 

Proposed  Amendment  to  Article  III, 
Section  8  of  the  Rules  of  Fair  Practice 

Article  III,  Section  8  is  proposed  to  be 
amended  by  adding  the  language  in 
italics  and  by  deleting  the  language  in 
brackets. 

Section  8 

(a)  A  member,  [when  a  member  of  a 
selling  syndicate  or  a  selling  group,  shall 
purchase]  engaged  in  a  fixed  price 
offering,  who  purchases  or  arranges  the 
purchase  of  securities  taken  in  trade 
shall  purchase  the  securities  at  a  fair 
market  price  at  the  time  of  purchase[,]  or 
shall  act  as  agent  in  the  sale  of  such 
securities[.]  and  charge  a  normal 
commission  therefor. 

(b)  When  used  in  this  section — 

(1)  the  term  “taken  in  trade” means 

the  purchase  by  a  member  as  principal, 
or  as  agent  for  the  account  of  another,  of 
a  security  from  a  customer  pursuant  to 
an  agreement  or  understanding  that  the 
customer  purchase  securities  from  the 
member  which  are  part  of  a  fixed  price 
offering. 


(2)  the  term  “fair  market  price” 

means —  » 

a.  a  price  which  is  not  higher  than  the 

lowest  independent  offer  for  the 
securities  at  the  time  of  purchase,  if 
offer  quotations  for  the  securities  are 
readily  available.  If  such  quotations  are 
not  ready  available,  the  fair  market 
price  may  be  determined  by  comparing 
the  security  taken  in  trade  with  other 
securities  having  similar  characteristics 
and  of  similar  quality  and  for  which 
offer  quotations  are  readily  available; 
or  *t 

b.  in  an  exceptional  or  unusual  case,  a 
price  higher  than  the  lowest 
independent  offer  when  all  factors 
relevant  to  the  transaction  are  taken 
into  consideration,  including,  among 
other  things,  whether  a  customer  of  a 
member  has  given  an  indication  of 
interest  to  purchase  the  securities  taken 
in  trade  at  a  higher  price;  the  member’s 
pattern  of  trading  in  the  securities  or 
comparable  securities  at  the  time  of  the 
transaction;  the  member’s  position  in 
and  the  availability  of.  the  securities 
taken  in  trade;  the  size  of  the 
transaction;  and  the  amount  by  which 
the  price  paid  exceeds  the  lowest 
independent  offer.  In  all  such  cases  the 
burden  for  demonstrating  justification 
that  the  higher  price  was  the  fair  market 
price  shall  be  on  the  member. 

(3)  the  term  "normal  commission  ” 
means  an  amount  of  commission  which 
the  member  would  normally  charge  to 
that  customer  or  a  similarly  situated 
customer  in  transactions  having  similar 
characteristics  but  not  involving  a 
security  taken  in  trade. 

(c)  A  member,  in  determining  fair 
market  price  pursuant  to  this  Section, 
shall  with  respect  to — 

(1)  common  stocks,  which  are  traded 
on  a  national  securities  exchange  or  for 
which  quotations  are  entered  in  an 
automated  quotation  system,  obtain  the 
necessary  quotation  from  the  national 
securities  exchange  or  from  the 
automated  quotation  system;  and 

(2)  other  securities  and  common 
stocks  not  included  in  subparagraph  (1) 
of  this  subsection  (c)  obtain  directly  or 
with  the  assistance  of  an  independent 
agent  necessary  quotations  from  two  or 
more  independent  dealers. 

(d)  A  member  who  purchases  a 
security  taken  in  trade  shall  keep  or 
cause  to  be  kept  adequate  records  to 
demonstrate  compliance  with  this 
Section  and  shall  preserve  the  records 
for  at  least  24  months  after  the 
transaction.  If  an  independent  agent  is 
used  for  the  purpose  of  obtaining 
quotations,  the  member  must  request  the 
agent  to  identify  the  dealers  from  whom 
the  quotations  were  obtained  and  the 
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time  and  date  they  were  obtained  or 
request  the  agent  to  keep  and  maintain 
for  at  least  24  months  a  record 
containing  such  information. 

***** 

Interpretation  of  the  Board  of  Governors 

Fair  Market  Price 

A  member  who,  in  reliance  on 
subparagraph  (b)(2)b  of  Section  8  of  this 
Article,  pays  a  price  for  securities  taken 
in  trade  which  is  higher  than  the  lowest 
independent  offer  will  have  &  heavy 
burden  to  demonstrate  that  the  price 
paid  was  the  fair  market  price. 
Subparagraph  (b)(2)b  lists  factors  which 
might  be  considered  relevant  to  justify 
paying  a  price  higher  than  the  lowest 
offer.  The  existence  of  only  one  such 
factor,  however,  will  not  necessarily  be 
sufficient  to  meet  the  heavy  burden, 
though  in  a  given  case  it  may  be 
sufficient.  In  any  event,  all  facts  and 
circumstances  must  be  considered.  For 
example,  a  member  may  be  able  to 
satisfy  the  burden  of  demonstrating  that 
fair  market  price  was  paid  by  showing 
that  the  price  paid  did  not  exceed  the 
price,  less  an  amount  equal  to  a  normal 
commission  on  an  agency  transaction, 
at  which  a  customer  had  given  the 
member  an  indication  of  interest  to 
purchase  the  securities,  or  that  the 
member  held  a  short  position  in  the 
security  purchased,  that  it  desired  to 
cover  that  short  position,  that  the 
availability  of  the  security  was  scarce 
and  that  the  amount  of  securities  taken 
in  trade  could  not  have  been  acquired  at 
a  lower  price. 

Adequate  Records 

If  the  member  purchases  sucrities 
taken  in  trade  at  a  price  which  is  no 
higher  than  the  lowest  independent  offer 
as  determined  according  to  this  Section, 
it  will  have  kept  adequate  records  if  it 
records  the  time  and  date  quotations 
were  received,  the  identity  of  the 
security  to  which  the  quotations  pertain, 
the  identity  of  the  dealer  from  whom,  or 
the  exchange  or  quotation  system  from 
which,  the  quotations  were  obtained, 
and  the  quotations  furnished.  If  a 
member  uses  the  services  of  an 
independent  agent  to  obtain  the 
quotations  and  the  agent  does  not 
disclose  the  identity  of  the  dealers  from 
whom  quotations  were  obtained,  the 
member  will  have  kept  adequate 
records  if  it  otherwise  complies  with 
subsection  (d)  of  Section  8  hereof  and  it 
records  the  time  and  date  it  received  the 
quotations  from  the  agent,  the  identity 
of  the  agent,  and  the  quotations 
transmitted  by  the  agent. 


If  a  member,  in  reliance  on 
subparagraph  (b)(2)b  of  this  Section, 
pays  more  than  the  lowest  independent 
offer,  it  will  have  kept  adequate  records 
if,  in  addition  to  the  foregoing  records,  it 
keeps  records  of  all  relevant  factors  it 
considered  important  in  concluding  that 
the  price  paid  for  the  securities  was  fair 
market  price. 

Proposed  Amendment  to  Article  III, 
Section  24  of  the  Rules  of  Fair  Practice 

Article  III,  Section  24  is  proposed  to 
be  amended  by  adding  the  language  in 
italics  and  by  deleting  the  language  in 
brackets.  % 

Section  24 

In  connection  with  the  sale  of 
securities  which  are  part  of  a  fixed  price 
offering — 

(a)  (Selling  concessions,  discounts,  or 
other  allowances,  as  such,  shall  be 
allowed  only  as  consideration  for 
services  rendered  in  distribution  and  in 
no  event  shall  be  allowed)  a  member 
may  not  grant  or  receive  selling 
concessions,  discounts,  or  other 
allowances  except  as  consideration  for 
services  rendered  in  distribution  and 
may  not  grant  such  concessions, 
discounts  or  other  allowances  to  anyone 
other  than  a  broker  or  dealer  actually 
engaged  in  the  investment  banking  or 
securities  business;  Provided,  however, 
That  nothing  in  this  rule  shall  prevent 
any  member  from  selling  any  security 
owned  by  him  to  any  person  at  any  net 
price  which  may  be  fixed  by  him  unless 
prevented  therefrom  by  agreement. 

(b)  a  member  who  grants  a  selling 
concession,  discount  or  other  allowance 
to  another  person  shall  obtain  a  written 
agreement  from  that  person  that  he  will 
make  a  bona  fide  public  offering  of  such 
securities  and  will  otherwise  comply 
with  the  provisions  of  this  Section,  and 
a  member  who  grants  such  selling 
concession,  discount  or  other  allowance 
to  a  nonmember  broker  or  dealer  in  a 
foreign  country  shall  also  obtain  from 
such  broker  or  dealer  a  written 
agreement  to  comply  with  the  provisins 
of  Sections  8,  25  and  36  of  this  Article. 

(c)  a  member  who  receives  an  order 
from  any  person  designating  another 
broker  or  dealer  to  receive  credit  for  the 
sale  shall,  within  30  days  after  the  end 
of  each  calendar  quarter,  file  reports 
with  the  Association  containing  the 
following  information  with  respect  to 
each  fixed  price  offering  which 
terminated  during  that  calendar  quarter 
The  name  of  the  person  making  the 
designation;  the  identity  of  the  brokers 
or  dealers  designated;  the  identity  and 
amount  of  securities  for  which  each 


broker  or  dealer  was  designated;  the 
date  of  the  commencement  and 
termination  of  the  offering  and  such 
other  information  as  the  Association 
shall  deem  pertinent. 

(d)  a  member  who  is  designated  by  its 
customer  for  the  sale  of  securities  shall 
keep,  and  maintain  for  a  period  of  24 
months,  records  in  such  form  and 
manner  to  show  the  following 
information:  name  of  customer  making 
the  designation;  the  identity  and  amount 
of  securities  for  which  the  member  was 
designated;  the  identity  of  the  manager 
or  managers  of  the  offering,  if  any;  the 
date  of  the  commencement  of  the 
offering  and  such  other  information  as 
the  Association  shall  deem  pertinent. 
***** 

Interpretation  of  the  Board  of  Governors 

Services  in  Distribution 

The  proper  application  of  Section  24 
requires  that,  in  connection  with  fixed 
price  offerings,  selling  concessions, 
discounts  or  other  allowances  be  paid 
only  to  brokers  or  dealers  actually 
engaged  in  the  investment  banking  or 
securities  business  and  only  as 
consideration  for  services  rendered  in 
distribution. 

A  dealer  has  rendered  services  in 
distribution  in  connection  with  the  sale 
of  securities  from  a  fixed  price  offering 
if  the  dealer  is  either  an  underwriter  of 
a  portion  of  that  offering  or  has  engaged 
in  some  selling  effort  with  respect  to  the 
sale.  While  furnishing  a  customer  with 
research  or  other  services  might  aid  a 
dealer  in  selling  particular  securities  or 
securities  generally  to  that  customer, 
the  furnishing  of  such  research  will  not 
by  itself  constitute  sufficient  selling 
effort  to  satisfy  the  provisions  of  Section 
24.  Rather,  some  direct  selling  contact 
on  a  particular  offering  will  be 
necessary.  Even  though  the  furnishing  of 
research  to  a  customer  may  aid  a  dealer 
in  the  sale  of  securities,  the  furnishing 
of  such  research  under  certain 
circumstances,  as  described  below, 
could  result  in  the  dealer  granting  that 
customer  a  selling  concession,  discount 
or  other  allowance  in  violation  of 
Section  24. 

A  broker  or  dealer  who  has  received 
or  retained  a  selling  concession, 
discount  or  other  allowance  may  not 
grant  or  otherwise  reallow  all  or  part  of 
that  concession,  discount  or  allowance 
to  anyone  other  than  a  broker  or  dealer 
engaged  in  the  investment  banking  or 
securities  business  and  only  as 
consideration  for  services  rendered  in 
distribution.  The  improper  grant  or 
reallowance  of  a  selling  concession, 
discount  or  other  allowance  might  occur 


28585 


Federal  Register  /  Vol.  44,  No.  95  /  Tuesday,  May  15,  1979  /  Notices 


directly  or  indirectly  through  such 
devices  as  transactions  in  violation  of 
Section  8  of  this  Article,  or  other 
indirect  means  as  described  below. 

A  member  granting  a  selling 
concession,  discount  or  other  allowance 
to  another  person  is  not  responsible  for 
determining  whether  such  other  person 
may  be  violating  Section  24  by  granting 
or  reallowing  that  selling  concession, 
discount  or  other  allowance  to  another 
person,  unless  the  member  knew,  or  had 
reasonable  cause  to  know,  of  the 
violation. 

Selling  Concessions,  Discounts,  or 
Allowances 

General 

A  member  who,  itself  or  through  its 
affiliate,  (i)  supplies  another  person 
with  services  or  products  which  are 
commercially  available  or  are  provided 
by  the  member  or  its  affiliate  to  such 
person  or  to  others  for  cash  or  for  some 
other  agreed  upon  consideration, 
including  brokerage  commissions,  and 
(ii)  also  retains  or  receives  selling 
concessions,  discounts  or  other 
allowances  from  purchases  by  that 
person  or  its  affiliate  of  securities  from 
a  fixed  price  offering,  is  improperly 
granting  a  selling  concession,  discount 
or  other  allowance  to  that  person  unless 
the  member  or  its  affiliate  has  been,  or 
has  arranged  and  reasonably  expects  to 
be,  fully  compensated  for  such  services 
or  products  from  sources  other  than  the 
selling  concession,  discount  or 
allowance  retained  or  received  on  the 
sale. 

Commercially  A  vailable 

As  used  in  this  interpretation,  a 
product  or  service  is  “ commercially 
available  ”  if  it  is  generally  available  on 
a  commercial  basis.  It  would  include 
such  things  as  office  space,  secretarial 
services,  quotation  equipment,  news 
periodicals,  certain  research  products  or 
services,  airline  tickets,  and  other  items 
which  could  be  purchased  directly  or 
indirectly  by  the  recipient  from  a  third 
party. 

The  term  includes  products  or 
services  which  a  person  receives  from 
another  for  redistribution  if  the  same 
service  or  product,  or  a  service  or 
product  which  is  substantially  an 
identical  service  or  product,  is  offered 
to  others  on  a  commercial  basis.  Thus,  a 
service  or  product  may  be  commercially 
available  even  though  the  person 
engaged  in  redistributing  it  does  not 
itself  make  the  service  or  product 
commercially  available. 

This  interpretation  is  not  intended  to 
prohibit  members  from  providing 


products  or  services  which  are 
commercially  available  but  which  are 
not  of  a  substantial  value.  No  question 
arises  under  Section  24  if  a  member 
furnishes  such  things  as  incidental 
business  gifts,  food,  entertainment,  or 
other  items  not  having  a  substantial 
value. 

Cash  or  Other  Agreed  Upon 
Consideration 

A  person  will  be  deemed  to  be 
providing  services  or  products  for  cash 
or  other  agreed  upon  consideration  if 
the  service  or  product,  or  a  substantially 
identical  service  or  product,  is  provided 
to  any  person  for  cash  or  for  some  other 
agreed  upon  consideration.  A  service  or 
product  will  be  deemed  to  be  provided 
for  an  agreed  upon  consideration  if 
there  is  an  express  or  implied 
agreement  between  the  person 
providing  the  service  or  product  and  the 
recipient  thereof  calling  for  the  provider 
of  the  service  or  product  to  be 
compensated  therefor  with  an  agreed 
upon  or  mutually  understood  source  and 
general  amount  of  consideration.  For 
example,  if  a  person  provides  another 
with  a  service  or  product  and  the 
recipient  thereof  agrees  or  represents, 
expressly  or  impliedly,  that  it  will 
compensate  the  provider  of  the  service 
or  product  with  a  specified  amount  of 
consideration,  such  as  brokerage 
commissions  or  a  range  of  brokerage 
commissions  depending  on  the  *■ 
commission  rate  charged,  or  with  a 
general  minimum  amount  of  brokerage 
commissions  or  other  consideration, 
that  service  or  product  will  be  deemed 
to  be  offered  for  an  agreed  upon 
consideration.  Thus,  under  such 
circumstances  a  member  or  its  affiliate 
providing  such  service  or  product  would 
be  required  to  demonstrate  that  it  was 
fully  compensated  for  the  service  or 
product  with  consideration  other  than 
selling  concessions,  discounts  or  other 
allowances  received  or  retained  on  the 
sale  of  securities  from  fixed  price 
offerings. 

Full  Consideration 

A  member  may  show  that  it  or  its 
affiliate  received  or  reasonably  expects 
to  receive  full  consideration, 
independent  of  selling  concessions, 
discounts  or  other  allowances,  for 
providing  certain  services  and  products, 
by  identifying  the  arrangement  for  the 
consideration  (including  its  source  and 
amount)  and,  if  appropriate,  the 
collection  process  for  obtaining  it. 

In  order  to  demonstrate  that  the  cash, 
brokerage  commissions  or  other 
consideration  serves  as  full 
consideration,  records  of  account  should 


be  kept  which  identify  the  recipient  of 
the  services  of  products,  the  amount  of 
cash,  brokerage  commissions  or  other 
consideration  paid  or  to  be  paid  by  such 
person  or  its  affiliate. 

Unless  the  amount  of  cash,  brokerage 
commissions  or  other  consideration 
agreed  upon  appears  on  its  face  to  be 
unreasonably  low,  it  will  not  be 
necessary  for  the  member  or  its  affiliate 
to  demonstrate  that  the  agreed  upon 
price  represented  fair  market  price. 
Likewise,  as  long  as  price  differentials 
are  based  on  factors  other  than  the 
customer's  willingness  to,  or  practice  of, 
purchasing  securities  from  the  member 
out  of  fixed  price  offerings,  it  is  not 
necessary,  for  purposes  of  Section  24, 
that  the  member  or  its  affiliate  charge 
the  same  amount  to  each  person  to 
whom  they  provide  the  same  or  similar 
services  or  products. 

Proposed  New  Section  36  of  Article  III 
and  Interpretation  Thereof 

Article  III  is  proposed  to  be  amended 
by  the  addition  of  a  new  Section  36  and 
an  interpretation  thereof. 

Section  38 

(a)  Except  as  otherwise  provided  in 
subsection  (d)  of  this  Section,  no 
member  engaged  in  a  fixed  price 
offering  of  securities  shall  sell  the 
securities  to,  or  place  the  securities 
with,  any  person  or  account  which  is  a 
related  person  of  the  member  unless 
such  related  person  is  itself  subject  to 
this  Section  or  is  a  nonmember  foreign 
broker-dealer  who  has  entered  into  the 
agreements  required  by  Section  24(b)  of 
this  Article. 

(b)  For  purposes  of  this  Section  36,  a 
“related person  ”  of  a  member  includes 
any  person  or  account  which  directly  or 
indirectly  owns,  is  owned  by  or  is  under 
common  ownership  with  the  member. 

(c)  A  person  owns  another  person  or 
account  for  purposes  of  this  Section  if 
the  person  directly  or  indirectly: 

(1)  has  the  right  to  participate  to  the 
extent  of  more  than  25  percent  in  the 
profits  of  the  other  person;  or 

(2)  owns  beneficially  more  than  25 
percent  of  the  outstanding  voting 
securities  of  the  person. 

(d)  The  prohibition  contained  in 
subsection  (a)  does  not  apply  to  the  sale 
of  securities  to,  or  the  placement  of 
securities  in,  a  trading  or  investment 
account  of  a  member  or  a  related  person 
of  a  member  after  termination  of  the 
fixed  price  offering  if  the  member  or  the 
related  person  of  the  member  has  made 
a  bona  fide  public  offering  of  the 
securities.  A  member  or  a  related 
person  of  a  member  is  presumed  not  to 
have  made  a  bona  fide  public  offering 
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for  the  purpose  of  this  subsection  if  the 
securities  being  offered  immediately 
trade  in  the  secondary  market  at  a  price 
or  prices  which  are  at  or  above  the 
public  offering  price. 
*****, 

Interpretation  of  the  Board  of  Governors 

Transactions  with  Related  Persons 

A  member  who  is  acting,  or  plans  to 
act,  as  sponsor  of  a  unit  investment  trust 
will  not  violate  Section  36  if  it 
accumulates  securities  with  respect  to 
which  the  member  has  acted  as  a 
syndicate  member,  selling  group 
member  or  reallowance  dealer  in  an 
acount  of  the  member  or  related  person 
of  the  member  if,  at  the  time  of 
accumulation,  the  member  in  good  faith 
intends  to  deposit  the  securities  into  the 
unit  investment  trust  at  the  public 
offering  price  and  intends  to  make  a 
bona  fide  public  offering  of  the 
participation  units  of  that  trust. 

Members  engaged  in  such  activity, 
however,  will  continue  to  be  subject  to 
the  Board  of  Governors  ’  Interpretation 
of  Article  III,  Section  1  of  the  Rules  of 
Fair  Practice  concerning  Free-Riding 
and  Withholding. 

While  subsection  (d)  of  Section  36 
provides  that  a  person  is  presumed  not 
to  have  made  a  bona  fide  public  offering 
if,  immediately  following  the 
termination  of  the  fixed  price  offering, 
the  securities  trade  at  or  above  the 
public  offering  price,  there  is  no 
presumption  that  a  person  has  made  a 
bona  fide  public  offering  if,  at  such  time, 
the  securities  trade  below  the  public 
offering  price.  Whether  a  person  has 
made  a  bona  fide  public  offering  will  be 
determined  on  the  basis  of  all  relevant 
facts  and  circumstances. 

[Release  Nos.  34-15807,  IC-10887;  File  No.  SR-NASD-78-3J 
[FR  Doc.  79-15078  Filed  5-14-79;  8:45  am] 
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